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FOREWORD. 


The problems ol Currency, Bonking and Exchange in the 
post-war period have been engaging the attention of finan- 
cial and economic experts all over the world. Before 1914 
when the world conditions were more or less normal, gold 
standard with its inflexible rates of exchange came to be 
regarded as the only monetary standard, which made for 
permanence and automatism. So great was the faith placed 
in the stability and smooth working of the gold standard, 
that after the First World War most countries took the earliest 
opportunity of reverting to gold standard, which remained in 
suspension during the War. 

The World Economic Depression and its aftermath however 
unmistakably demonstrated the unsuitability of the standard 
to withstand the stress and strain of economic disequilibrium. 
Since then there have been many experimentations and new 
monetary methods and practices have been evolved with 
varying degrees of success. 

With the approaching end of the war in the west the 
thoughts of the world are now centred round the organisation 
of peace and rehabilitation of normal economic life of the 
warring countries. The question of national and international 
monetary standard, rates of exchange, national and Inter- 
national banking policy, the settlement of normal trade 
balances — these and other problems await an agreed solution. 
The commercial and industrial development of India will be 
conditioned to a large extent by a satisfac'ory solution of 
her monetary and exchange problems and an equitable 
settlement of the so called ‘’abnormal war balances.” 

For a proper understanding of all these problems, it is 
necessary that our students of Commerce and Economics 
should have a good grinding in the principles and problems 
of currency and exchange. What few good books there are 
on these subjects are generally beyond the reach of the 
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average student In our colleges and universities It Is there* 
fora v/llh great pleasure that I welcome " Money, Credit & 
Foreign Exchange which has |ust been brought out by 
Mr- P D Saksena M A . B. Com , L. T Lecturer. K. P. College 
Allahabad. 

I have gone through some chapters of the book, v/hich Mr 
Saksena was good enough lo show me before the final proofs 
were sent to the press The book bears ample evidence 
of hard work, wide reading lucid exposition and scientific 
presentation Mr, Saksena has made every effort to compress 
In his book a mass of info motion on particularly every topic 
vrbich Is likely to be of Interest io thi* everage student of 
Currency and Exchange I am sure the book will prove v*ry 
useful fo thos^ for whom It Is Intended 

B N ChattetJI M A B U, 
Dean, 

April 1, 1945 Faculty of Commerce 

Lucknow University, 
Lucknow 
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rerstt^. l.uctnow> ioi his Isatnsi iorsword which hos 
Immsnselr increasdd tha usahilnasa oi the booh. 

The author will ba extremely obliged to receive constructive 
criticisms and suggestions conducive to the improvement of 
the book’ and expresses hi$ regret lor a law mis'prinls which 
have found their way in this edition. 

K. P. College. P. D. Sahsena. 

Allohobad. 

April 1. 1945. 
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CHAPTER I 

MONEY 

Origin and Early History 

In early stages of economic life man lived in hordes and 
earned on huntingi fishing and collection of wild fruits 
to satisfy his economic wants. He ate meat/ fish or fruits so 
obtained alone or by sharing them with other members of 
his family or horde. Later on he found that it would be to 
his advantage to exchange some portion of the commodity 
which he possessed more than sufficient, for another which 
his neighbour had in excess It could certainly not have 
been long before the primitive man must have discovered the 
benefit of offering some of his surplus meat or fish in exchange 
for the surplus milk/ fruits or wool of another person. Thus 
business was effected by a direct transfer of commodities/ 
and there was neither money nor any other medium of 
exchange. This direct exchange of commodities/ one for 
the other^ is termed as barter and survives even today 
amonst the savage tribes of West-Africa, Brasil, etc. 

In course of time with the increase in the number of 
exchangeable commodities and the number of times that they 
exchanged, the difficulties and inconveniences of the barter 
system of exchange became obvious. In barter system every 
parson is buyer and seller at the same time. It involves the 
satisfaction of wants of both the parties to the bargain i.e., 
it reguires that one man must need what the other can spare, 
and that he must give what the other happens to want. The 
difficulties and inconveniences attending this double coinci- 
dence of wants must have become evident to the people even 
in the simple conditions of primitive life. For example a 
person may desire to exchange his fruits for skins, but the 
other person with skins to spare may reguire salt in exchange 
and not fruits. Thus the exchange cannot take place for it 
can not satisfy both the parties. Under barter system the 
exchange of services is all the more difficult than the 
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could serve the purposes of money in the best possible manner. 
Thus gold and silver pieces of varying weight, fineness, and 
size began to be used as money or medium of exchange of 
other commodities and services, and there are records to show 
that these metals were familiar as standards of value and 
mediums of exchange to the Indians, Assyrians, Babylonians, 
and Phonecians. In the beginning gold or silver pieces offered 
as price were vreighed and tested in every transaction in 
which they were used. Gradually people began to shape 
them into rings, discs, bars, etc , so that the difficulty of 
weighing and testing them every time they were used might 
be avoided. Still the difficulty was not removed for some 
clever men could easily clip off a portion of the metal or 
reduce its quality by adultration of some inferior metal. Hence 
people were compelled to make coins of these metals of a 
standard weight, size and purity. The earliest coinage of 
money is usually attributed to the Greeks. Later on other 
countries also adopted a system of suitable coinage. Today 
we see that in almost all the advanced countries of the world 
there is not only in use metallic money but a large amount of 

paper money as well. 

Importance of Money 

Books of all times and all countries have numerous refer- 
ences of the use and abuse of money, and show hov/ closely 
economic development of a country is related to the system of 
exchange in use in that country. The monetary system -of a 
country is adapted to the stage of industrial and commercial 
life reached by her people. The higher is the stage of econo- 
mic life of the people of a country, the more developed is the 
system of its money and exchange. The barter system of 
exchange is impossible except only under very primitive 
conditions ol society. There as well it involves many difficul- 
ties and inconveniences. In barter commodities exchange 
for commodities. Thus under this system if a person wants to 
dispose off his surplus commodity, he is required to find out a 
person who may be in need of his commodity and at the same 
time must have that commodity to spare which he himself 
requires. Very often it is a difficult task. 
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In case of n'oney Eysfem of eyehonge every body Bella 
ond purchcaea through money Thus a person, v/ho wants to 
dispose off his surplus Is required to find out a person who Is 
simply In need of his surplus commodity and has the power of 
purchasing It. * Money hos the general power of purchasing 
all the other commodities and enables Its holder to make his 
purchases in the form and ol the time v/hlch suit him best 
Consequently nobody hesitates m accepting It In exchange of 
the commodity that he sells for he knows that with its help he 
can obtain any other commodify that he may desire to have 
Moreover owing to its constant use people are able to recog- 
nise and assess the value of money very easily and quickly.* 
On the other hand In barter system it becomes necessary for 
every person to be able to recognise and ossess correctly 
the values of all other commodities that may possibly be 
offered to him In exchonge of his own This is almost an 
Impossible task Money provides a common standard for 
measuring the volues of all other commodities Hence it 
facilitates the formation of a correct estimate of the relative 
values of other commodities. These facilities offered by 
money leod to o greater and more rapid development of trade 
commerce ond Industry than v;ould be possible without it 

Further It should be noted that barter does not off^r 
any common medium through v/hich all other commodities 
may be exchanged Commodities ere exchanged directly 
with the other commodities Thus every sellfr has to accept in 
exchange of his commodity Ihe various commodities of others 
Various commodities differ In Ihelr portability- durability, 
divisibility, and stability of value Many commodities are 
very bulky or heavy as compared to their value They can 
not be taken from one place to another easily and their 
carriage is very expensive Thus In barter unless a person 
wants a commodity for his own consumption he v/ould not 
accept it In exchange of his own. If that commodity be not 
easily portable for the expense of transporting that commodity 
from one place to another for purposes of exchange will cost 
him a great deal On the other hand generally money is a 
very portable commodity, and therefore people do not hesitate 
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in accepting it from others in exchange of their commodities, 
for they know that they can take it to any place they like 
quite easily and cheaply. 

Certain commodities are highly perishable . They lose 
their value very soon, and as such people naturally hesitate 
in accepting them in exchange of their own unless they need 
them for their immediate consumption. On the other hand 
generally the money material is very durable, and therefore 
people have no hesitation in accepting it even if they do not 
require it for being used immediately or in the near future. 
Further it should be noted that many commodities are in- 
divis ible^ and as such in exchanging them for commodities 
of smaller value under the barter system, there arises a 
considerable difficulty. For example suppose a person has a 
goat and needs a seer of salt. The transaction can not take 
place unless the owner of the goat is prepared either to take 
a larger quantity of salt or lose a large portion of the value 
of his goat. In both cases it would not be a fair exchange. 
On the other hand money is generally divisible, and thus 
can conveniently exchange for commodities of even extremely 
low value. Moreover usually money is also such a commodity 
which can conveniently be combined together after it has 
once been divided. 

Another point worth noting is that the exchange values 
of many commodities do not remain sufficiently stable. The 
exchange value of a commodity depends upon its demand 
and supply. Comparatively demand and supply of other 
commodities fluctuate more v/idely from season to season 
than that of money. The exchange value or the purchasing 
power of money, though not absolutely stable, yet remains 
more stable than the values of most of the other commodities. 
Sometimes people sell their surplus products not with a view 
to spend their purchasing power received in obtaining other 
commodities at once, but in order to store it and use it in 
future v.’hen they require certain articles for consumption. 
For this reason they want to dispose off their surplus com* 
modifies in exchange of some such commodity which they 
can conveniently store and whose value will not depreciate 
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much in future. Money fulfils these purposes In a much 
better manner than ony other commodity in the world and 
therefore tts use encourages the exchange of commodities Op 
trade 

It should be noted that ours is the age of credit Most of 
the lorge scale business concerns are working successfully 
today due to the various credit facilities that they enjoy The 
basis of all credit Is money Without a suitable money and 
Q systamaHe evolution cf credit based thereon the modern 
large scale business would have been a dream and an im* 
possibility The entire business of banks is to deal in credit 
or the use of money for temporary periods of time Conse- 
quently without the use of money no country could boast of 
any large scale business or a successful bonking organisa- 
tion Thus in view of the numerous difficulties enumerated 
above It should be noted thot without the use of money trade 
commerce and industry vould not develop at any large 
scale 

There is no doubt that ultimately all frode and com- 
merce Is in effect protracted barter and no country con 
consume more than what it produces. But for the proper 
exchange of goods to suit the convenience of both the buyers 
and sellers of various commcdltles It Is essential that there 
should be a common standord of value and a common 
medium of exchange of all olber commodities. If there is no 
such standard of value or medium of exchange trade com 
metco and industry wculd to extremely hampered It 
would not be possible to orgonise them on such a large 
scale as of today The present day organisation of various 
forms of productive and distributive businesses on large 
scales has been rendered poss b!e also by the use of a 
convenient form of money Truly speaking our entire civilisa- 
tion consists of a money system and depends upon the 
suitability and efficiency cd that lystem Industry trade, 
commerce banking or the entire p oductlve machinery on 
which rests the satisfaction of the fundamentol needs of 
modern life, depends upon the exlstenre and proper handling 
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oi a ccienlilic monetary policy. '' An institution like that of 
money, v/hich has in our times helped and stimulated pro- 
duction and has offered to society the means of guaranteeing 
to every member the physical requirements of life, releas- 
ing his energies for creative v/ork, for social service, for the 
furtherance of the spiritual potentialities of human life, needs 
to be carefully guarded and preserved, instead of being 
abolished ; but it also needs to be purified of the evils v/hich 
have incidentally resulted from its being regarded as an end 
in itself, instead of as a means to an end.” ^ 

Money has enabled the study of the science of Economics 
much easier than othervrise v/ould have been possible. At 
present most of the economic tendencies and their results are 
expressed in terms of money. Peoples' desire for other goods 
and their pov/er to acquire them find expression in terms of 
money. National dividened, v/ages, rent, interest, profit, 
production, consumption, cost of living, internal and interna- 
tional trade, state aid or protection to different industries 
or trades, etc., are all expressed in terms of money and 
thereby make their individualistic and comparative study 
very convenient. In brief all human efforts, activities and 
interests in modern times gravitate round money. Even the 
standing of our modern artists, poets, dramatists, v/riters, 
editors, teachers, scholars, politicians etc., is determined by 
the money value of their services and the price paid for their 
work. It is possible to do all this for money acts as a common 
slandard of exchange values of all other commodities, services, 
oflorls, etc. 

Definition of Money 

To give a formal definition of money is difficult for the 
reason, that it performs such a large variety of functions, 
that if an attempt be made to incorporate all those functions 
in the said definition, it would become so lengthy and loose 
that it would lose almost all the force of its being clear and 
exact. Sometimes the word money is used in a very broad 

1 Money ond the {.tone-/ l-tiikot !n India fay P. fl. Wadia and G. 1!. 
Jcrhl, pp. 2 and 3. 
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sense and means anything which is used and accepted as 
a means of exchange such as money made of gold and silver; 
paper money like bank notes and notes issued by the govern' 
menl, and bills of exchange^ promissory notes and cheques , 
which are (hough not generally acceptable yet sometimes 
have a limited circulation. On the other hand sometimes 
the word money is used in a very narrow sense and means 
only metallic money of gold< silver* copper, etc, because 
it has a value based on Us direct use for consumption Gold, 
silver, capper, brass, etc . have an intrinsic value due to their 
being demanded also for purposes ocher than the monetary 
ones. Thus sometimes paper money is not regarded as money 
becouse It has very little or no intrinsic value at all. Both 
of these views are incorrect. Common usage is agolnst using 
the word money to mean bilU of exchange, promissory notes, 
cheques etc., or only metallic money of gold, silver, bronze, 
eto„ and not also paper money issued by the government or 
the central bank of a country 

Properly speabng money should be used to mean q1! 
those media of exchonge whether metallic pieces or notes 
Issued by the government or the central bank, which are 
generally acceptable and pass freely from hand to hand 
even amongst strangers m a country In this sense in India 
money would include metallic money of silver, niokle, bronze, 
and copper and the paper notes issued by the Reserve Bank 
of India as well os currency notes of the Government of India 
so long as all of them are not finally withdrawn and 
cancelled Similarly in England money means coins of gold, 
silver, nlckle, and copper and the Bank of England notes. 

Thus money of a country can suitably be defined as a 
commodity or commodities chosen by its people, whose 
different units act as means of .eckoning relative values and 
medium of exchange of different quantities of different 
commodities and services, and in doing so pass freely from 
hand to hand without any reference to the personal credit 
of the parties concerned in the various exchange transactions. 
This shows that the chisf characteristics of money of a country 
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are (a) it acts as a common measure of expressing the 
exchange values of all other commodities and services 
of the country ; {h) it acts as a common medium of exchange 
of all other commodities and services of the country ; (c) it 
passes from hand to hand freely i. e.# without any reference 
to the personal credit of the parties concerned ; and (d) it can 
legally be forced upon other people of the country in final settle* 
ment of pecuniary obligations or payments of exchange values. 
This shovrs that though there may be many forms of money 
in any country, yet the idea underlying all of them is that they 
can legally be used both immediately and in future Ito com- 
mand in exchange the labour or the product of labour of 
others. Thus money of a country has the general power of 
purchasing all other commodities and services of that country. 
"'Money is a kind of claim upon all other members of the 
community ; a sort of order or promise to deliver vrhich can 
be enforced whenever the ovrner pleases. It is a means to 
an end. held temporarily, not for its own sake, but as a means 
of obtaining other articles or of commanding the services of 
others."^ It is in this sense that Cole defines money as 'Money 
is what buys things — purchasing povrer."" 

Funclions of Money 

In the foregoing pages relating to the origin, history and 
importance of the use of money, it must have been noticed 
that there are two very important functions vrhich money of 
every country has to perform. Firstly it acts as a common 
measure or standard of exchange values of all the commo- 
dities and services of a country. Secondly it acts as a common 
medium of exchange of all those commodities and services. 

■ Besides these tv;o offices money of every country has to perform 
a fevr other functions such as a standard of deferred payments 
and means of storage of value. Let us now briefly examine 
the various functions and services performed by money in 
order to arrive at a clear understanding of its activities. 

(1) In the first place money serves as a common denomi- 

1. Elomonls of Economics by S. Evelyn Thomas, page 400. 

2. Vi'hat Everybody V/ants to Kno'.v About Money by Cola. 

2 
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nalor or slandard of exchange valusa of all olher cominodiUes 
and aervices of a country. IThsse volues tn terms of money 
are known as prices. By measuring the above 'values or 
prices money enables the owners of various commodities to 
form correct estimates of their comparative values^ Thereby 
people are enabled to find out easily and correctly the quantity 
of a certain commodity that they should give in exchange of 
Q certain quantity of some other commodity^ This facilitates 
their exchange or trode and the people ora encouraged to 
deal on a large scale. Thus trade, commerce and Industry 
can be carried on conveniently on a large scale only when 
there is a common standard or unit to measure the values 
of other commodities and services This common standard 
or unit la provided by money. Measurement of the value of 
One commodity in terms of thousands of others indispensable 
In cose of barter system, is an extremely difficult toskif not 
an Impossible one. This difficulty is still greater in the cose 
of valuation of different services. Thus if there is no common 
standard services are discouraged ond labour of different 
kinds con not be organised on any scientific or systematio 
boats All these causes retard the growth of trade, commerce 
and Industry , and In the absence of a common standard they 
can be carried on only on a small scale 

( 2 ) Another very important function that money of every 
country has to perform is to act as a common means or 
medium of exchange o! all other «Mnmcditle3 and services 
The barter system of exchange suffers from two very formid- 
able difficulties v;r.. (a) the Inconvenience arising from lock 
of ‘coincidence of vrants, and (b) the indivisibility of some 
of the goods Money is acceptable to all and always People 
who accept It in exchange know that it is intrinsically valu- 
able It is believed by all that money Is a commodity for 
which there will olwoys be a demand Thus when people 
have confidence that money shall always be acceptable to 
all, they have no hesttation in taking it in exchangs of their 
oWh surplus commodities Moreover money is easily divisible 
ond con be offered conveniently in exchange for even small 
quantities of other commodities. Consequently almost all 
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commodities and services of a country are sold and purchased 
for money and it acts as a common medium of their exchange. 
This function of money i. e., acting as a common medium of 
exchange is facilitated all the more due to the fact that at the 
same time it also acts as the common standard of exchange 
values of other commodities and services. 

(3) Money is also used as a means of storage of value. 
This function of money has arisen out of the main character, 
istics that money possesses. It must have already been noted 
before that money is acceptable to all at all times. It is a 
commodity whose value does not fluctuate very much within 
short periods of time. There is no doubt that even the value 
of money does not remain absolutely fixed at all times. There 
are fluctuations in its value, but compared to all other com* 
raodities it is the only commodity whose value remains more 
or less constant over even long periods of time. Many people 
make savings for their old age and try to keep those savings 
in the form of money. They prefer money for this purpose 
for they know that not only it v/ill always command a general 
power of purchasing all other commodities and services, but 
that its value also will not fluctuate much in the near future 
or vrithin a reasonable period of time. On the other hand 
most of the other commodities do not possess a general power 
of purchasing and their values also do not remain sufficiently 
stable. Thus money is the most convenient and reliab le 
form in v/hich people can keep their savings or the fruits of 
their past labour ; for it guarantees to every possessor of it a 
claim over society's goods, services and other physical re* 
quirements of life and through them a reasonable standard 
of living. For these various reasons one more important 
function that money has to perform is that it acts as a means 
of storage of value or general purchasing power. 

(4) Money performs one more function. It acts also as a 
standard of deferred pay*ments. V/ith the development of 
economic life i.e.. accumulation of capital and grovrth of public 
confidence, there arose also the necessity and possibility of 
taking loans of the surplus wealth of others in order to be 
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used for productive and unproductive purpose?- Before the 
iisa of money these loons or credits were grontec^ 
of comniodiUes, but like barter here also ther^ were many 
difficulties from v/hlch both the creditor ancf deblcr 
suffered The greatest difficulty in s-jch trcnsatfff®^ 
instobllity of the values of conicodities lent or borrov/ed 
Compared to the value of money the values c>f other com* 
modities do not remain stable They fluctuate from time to 
time very widely, for Ih^lr demand ond sjPPly do no* 
remain constant The demand for and supplF of ordinary 
commodities fluclua*© from time to time more widely than 
the demand or supply of raorey Thus comporotively the 
value of money remoins more stable thian the vo!i*® of ordinary 
goods Consequently both the persons who l^d and the 
•w’no'DorTOvf iesfireto 6o*o m 
modlty whose value will more or less renoin th® •ome ot Ih® 
time of lending or borro/rlng and Its repayment f* done 

with Q view that n®llher party may suffer on, account of a 
change tn the value of the commodity which is lent or 
borrowed This led to the ue® of money for glviOff or taking 
loans and the determination of the price fo charged for 
the use of that money or interest 

In modem business a large number of saf®* end pur* 
chases are effected on cred'l and they invPf^® deferred 
payments. These are promises that the said pa7°i‘*nls vrould 
Be made after some time from the dates of those transactions 
A pr om ise In exchange of which certain goods of services are 
given liy one person to another should retain th® same pur* 
chasing power on the dote of final jiaymenL v/hfeh it had 
on the dale on which it was made Consequently H f® neces- 
sary that from the beginning the above promise should convey 
a definite idea of Its value on both the above di^tcs 1 e . the 
dale on which it is made and the dot® on which H is fulfilled. 
This is best provided by the relative stability of the value of 
money. Therefore, money serves at present fli® Best 
standord of deferred payments and it is on^ of H* most 
Important functions today. 
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It Bhould be noted that money at present does not only 
act as a standard of deferred payments- but that it also forms 
the main basis of the entire credit structure of the modern 
business v/orld. All promises to pay in future for' the goods 
purchased or services received are ultimately redeemed or paid 
for in terms of money. There is no doubt that some of these 
promises or credits are cancelled against each other and 
money is not used in their settlement But- it must be remem* 
bered that most of these cancellations are not made directly but 
in an indirect manner i.e., through the intervention of a third 
party or parties. For example suppose A purchases certain 
goods on credit from B- B purchases on credit certain goods of 
the same value from C, and C on his turn purchases certain 
goods of the same value on credit from A. In these transac- 
tions no cash or money may be used betv/een the parties 
and final settlement may be made by mere cancellation of 
the mutual credits involved. But it must not be forgotten 

the even these transactions involving credits or promises 
^ * 

to pay in future have money as their main basis or a factor 
in whose terms all their future claims are determined and 
finally settled. Thus in modern society money also serves as 
the main basis and medium of all development of credit. 
The four functions of money can easily be remembered by 
the following rhyme : — 

"Money's matter of functions four, 

A medium, a measure- a standard, a store.' 

Money and Currency 

The term 'currency' is often used as a synonym of the vrord 
'money . Currency is derived from the word 'current' and 
precisely speaking means all the current units of monetary 
system of a country. All forms or units of money of a country 
which are current at any time or which can legally be forced 
upon others in payment of exchange values or prices are 
known as currency. For example at present in India Govern- 
ment of India one-rupee notes, notes issued by the Reserve Bank 
of India, quarternary rupees, etc- can be termed as currency; 
while all the old notes issued by the Government of India 
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end silver rupees of the time of Edword VII, George V, etc« can 
be termed os money. All tmits of currency of a country ore 
money; while all units of money of o country at any time may 
not be lie currency. Thus currency is only a part of money of a 
country and means all those units of money of the country 
which ere legally current in use and for whose acceptance 
In payment no person in that country can have any legal 
excuse or oblecllon. 

• Questions 

1. What it barter system of ezchange ? What are tts main dtffioil- 
ties? Hovr does the use of iBOsey remove the malo dlffleultlei o| barter? 
Explain. 

3. 'The present U said to be the sge of money economy.' Why Is 
It so 7 Justify the truth of the (iaiement. 

3. 'At! men love money.' Why? Explain. 

4. Define money. Wh«| ftacUona sre performed by money In 
modem times 7 Explain. 

5. 'the modem large scale trade, industry and commerce would 
have been a dream and an Imposiibllltr without a suitable money.' Cora* 
ment on the statement 


CHAPTER n 

THE QUALITIES OF A GOOD MONEY MATERIAL 
In the previous pages we have studied that money has to 
perform various important functions. For example It has to 
act as a standard of values and medium of exchange of other 
commodities. It has to act also os a standard of deferred 
payments and o means of storage of value. There Is no doubt 
that with the growth of bonking and credit the last function 
of money is losing its imporlonce except thot the values 
of all stores of wealth are ezpresced in terms of money. To 
perform these various functions eff clently and cheaply it is 
necesKiry'frnfi'fneiiirfreridtifn^ritdn *hiB ■moriBy i/i 'ucoutfery 
be made should have a number of Qualities. Some of the 
important qualities of a good inorey materiol are given 
below.* — ' 

^1) General Acceptability. Utility or Value. 
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(2) Stability ol Value- 

(3) Durability- 

(4) Portability or large value in small weight and bulb, 

(5) Divisibility and Homogeneity- 

(6) Aggregatability, 

(7) Cognisability, and 

(8) Malleability. 

(1) General Acceptability, Utility or Falue—This means 
that the material of which the money of a country be made 
should be generally acceptable to all people i. e., people 
should have no hesitation in taking it in exchange even from 
strangers. This requires that the money material should 
intrinsically possess utility and be valuable. It must have a 
value other than that conferred upon it by law or government 
of the country by making it money. It must possess an in- 
trinsic value of its own equal to its value as money. It must 
be a commodity for which there is always a general demand 
and which permanently commands an exchange value. If 
the money of a country is made of such a material, people 
have no hesitation in taking it in exchange of their commo- 
dities and services, for they know that their money will always 
enable them to get other things not only within the country 
but everywhere. This facilitates trade and commerce and 
people buy and sell goods and services quite freely. On the 
other hand if the material of which the money of a country is 
made is not intrinsically valuable and thereby not generally 
acceptable, it does not find free circulation. It does not act 
as a good medium of exchange and trade and commerce are 
hampered. 

There is no doubt that some forms or units of money c.y., 
currency notes issued by the central banks or governments 
of many countries are not intrinsically valuable- still they 
pass freely from hand to hand and act as quite good money. 
It should bo noted that such forms of money find general 
acceptability only in countries in which they are issued. They 
carry v;ilh thorn a promise of a reliable party such as the 
government or the central bank of the country to redeem or 
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convert them at the will o{ the holder Into something which 
is intrinsically valuable. So long as the currency sylems 
oJ dlilerent countries were not so well organised as lo com* 
mand enough confidence of their people, these forms of 
money were Inot popular. They had only a limited local 
circulation. Gradually the currency authorities of the 
different countries .became eo well organised and began to 
command eo much confidence of the people that these forms of 
money, though not made of maforta/s tnfrinsioaffy vafuofafe, yet 
ore used quite freely but only In their own countries of Issue. 
Such forma of money have not as yai an international free 
circulalloni though gold and silver coins are universally 
acceptable at their intrinsic worth. The main reason of this 
Is that as yet international confidence is not sufficiently 
developed. 

Sometimes the forms of money which ore not intrinsically 
valuable do not find a general acceptability and free eircula' 
fton In thetr own countries of Issue for the reason that peoples' 
confidence in the currency outhorlties of their country is 
shaken due to some disturbed pollticoi conditions or an excess 
of such forms of money and consequently difficulties of their 
conversion into such moneys which ore intrinsically valuable. 
In the second decade of the present century the Government 
of India put In circulation One*Rupee and TwO*ard-Q-half- 
Rupee Motes and nickel Eight-anna bits. People of the rural 
areas who form an over*whelming majority in this country 
hesitated in accepting these tonus of money. They circulated 
• at a discount and did not act as good money. Ultimately 
they were vrtthdrawn from circulation by the Government. 
In the beginning of the present war also there was a 
great hesitation on the part of the people in occeptlng the 
newly circulated One-Rupee Notes Thus we see that in order 
to do Its work efficiently, it is nece«ary that the money of a 
country should be made of a materlol which is Intrinsically 
valuable, and that the face or fiduciary value of the money 
should'be equal to Its intrinsic value. The Indion Rupee is 
defective in this sense. Its intnntic ^alue Is much less than 
Its face or fiduciary value. It to file Q note printed on silver 
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instead of paper and carries v/ith it all the disadvantages 
that appertain to such a form of money. 

(2) Slnhiltlij — In the second place it is necessary that the 
exchange value of the material of v/hich money be made 
should be stable. By stability of value is meant comparative 
fixity over reasonably long periods of time. Absolute stabtlity 
is neither possible nor oven desirable, but it is essential 
that v/ilh the passage of time the value of the money material 
should remain more or loss the same. Wo have already seen 
that money has to act as a means of storage of value 
and a standard of deferred payments, People v/ill certainly 
not like to store that form of money the valu^dT' /rHose material 
may fluctuate from time to time very vridely. Thus it vrill 
discourage the accumulation of capital and thereby trade 
and industry v/ould be hampered. 

Uncertainty of the value of money due to fluctuations of 
the value of its material v/ill also discourage credit, vrhich is 
an eosenllal and indispensable factor of modern business. 
Usually credits are measured in terms of money. Both the 
value of a credit granted and the value of its repayment are 
oxp'rocsod in forms of money. Values of all credits, vrhethor 
verbal or documentary or cash or mercantile, are defined in 
terms of money. Every credit instrument specifies v/hat 
amount vras originally lent and vrhat amount would be repay- 
able after the agreed time and generally the medium of 
repayment of credit Is also money. An Important presump- 
tion of all credit dealings is that the value of money in vrhose 
terms credits granted v/ould bo repayable vrould remain 
stable. A debtor desires that at the time of repayment the 
value of money in whoso terms he v/ill have to repay should 
not bo higher than vrhat it vras vrhen the credit v/ao originally 
granted to him. On the other hand every creditor’s desire 
is that at the time of repayment of his loan the value of money 
in whoso terms ho will bo repaid should not bo comparatively 
lower. In case of the former the debtor v/ill lose for ho v/ould 
bo able to obtain the samo amount of money, v/hen its value 
has Increasod, with greater effort or in exchange of a larger 
quantity of goods than against which it could bo obtained at 
8 
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the time ot talcing the loon. In the latter case the creditor 
will lose> for due to a fait In its ralue at the time of repayment, 
the same amount of money vrauld bring in exchange less of 
goods or services than -which could be obtomed for it ot the 
time when the loan was given. 

In case owing ta the instability of the value of Its material 
the value of money does not remom stable tut changes 
gutcbly/ sometimes the debtor will lose and sometimes the 
Creditor-will lose In case the value of money comparatively 
rises, the debtor shall be in terms of purchasing power 
repaying much more Ihon what he had originally bor 
rowed On the Contrary If comparatively money vo'ue falls, 
the creditor would actuolly get less purchasing power 
than whot he had originally lent For example suppose A 
borrowed from B a sum of Rs 100/* at a lime when the value 
of a rupee or its general purchasing power was 'X and returns 
ft at a lime when Its value or general purchasing pbwer 
becomes X— "jg. Thus ignoring interest which is really tlie 
price paid for the use of money, here the creditor B suffers a 
lois of (XXlOO)— i 100 (X— i 5 ) J-or lOXdoeloQfolloflh. 
value of money. On the other hand if A borrows at a time 
when the value of a rupee Is X and repays it at a time 
when Itsvdlue has risen to X+J5' he will lose^ 00(X+‘jo' ) ^ 
— (lOOXX) or 10 X, so far as repayment of only principal money 
is concerned. Thus instability of the value of money always 
causes on unearned loss either to one porty or the other. This 
discouToges credit deohngs and consequently trode and 
Industry do not develop on any large scale. Therefore 
stability of exchange value or general power of purchasing is 
an important quality of a good money material. 

The yearly production ol gold and silver os compared to 
their existing stocks in the world is so negligible that it 
has little effect on their market values Thus different coun* 
bles of the world have experienced that out of all gold and 
silver Qie the only materials whose demand as well as 
available quantities do not fluctuate very widely within short 
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periods of lime# and therefore# their values or general pur* 
chasing pov/ers remain more -or less the same. For these 
reasons they are regarded as the best forms of money 
materials. The gold production of the world remains re- 
markably constant. There are about 25 million ounces 
mined every year. Silver is a contrast to gold. Thus between 
gold and silver history has shown that production of gold has 
been more stable than that of silver. Therefore value of gold 
has been comparatively more stable than that of silver. 
Consequently it is a better form of money material than 
silver. In view of these facts most of the advanced countries 
of the world have adopted gold for their standard money/ 
while silver is used by them for making only their subsidiary 
currency. Indian money is as yet made of silver and if it is 
desired that her trade, industry and commerce should develop 
on so and lines and that she should also come at a par with 
tho other advanced countries of the world, Indian money 
shoald also be either made of gold or linked vath gold. 

Avcrarjc Annual Production of Gold and Silver and 
the Ratio of ihnr Market Values. 


Period. 

Gold in 
millions 
of fine 
ounces. 

Silver in 
millions 
of fine 
ounces. 

Ratio of 
market 
values in 
silver. 

1701—1720 ... 

••• 

'4 

ir4 

15'6 

1721—1740 ... 


•6 

13’8 

15-0 

1741—1760 ... 


•8 

17-1 

14-6 

1761—1760 ... 

... 

•7 

20'9 

17'7 

1781—1800 ... 

... 

'6 

28'2 

15-3 

1801—1820 ... 

... 

•5 

23’0 

15*6 

1821—1840 ... 

• •• 

•6 

16' 9 

15-8 

1841—1860 ... 


4'1 

26-9 

15 6 

1851—1850 ... 


5-8 

55' 1 

16*2 

1831—1900 ... 


7’6 

i3ro 

25-0 

1901—1910 ... 

... 

1 18-2 

162‘5 

35'9 

1911—1920 ... 


1 20’6 

193'5 

28-8 

1921—1930 ... 

• •• 

18-6 

I 233‘6 

26-5 

1931— 1935 ... 


' 25'9 

! 185-4 

... 

1935—1940 ... 

• •• 

» ♦ • • 

i 

... 

1941 

• •• 

! 4ro 

1 2^*0 

• •a 

1942 

... 

1 

i 

» • « 

1943 

• •• 

' ••• 

j ... 

« B • 
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. Since 1933 there la an agreement between the Iraportant 
Silver producing countries of the world to restrict the output 
of silver with the object of stabilising its price. 

(3) Durability— PiTi important function of money is 
also to help people in the storage of wealth or the power of 
purchasing other things. Wealth Is stored with the object of 
being used in future In moklng purchases of other com- 
modities when necessity may arise. Consequently people 
naturolly prefer to keep as much of their wealth as possible 
in such a form Tvhich would help them in getting other com* 
modities covenlently whenever they want to do so We see 
that money is a commodity which all people at all (Imea 
accept freely in exchange of their commodities. Hence 
people generally prefer to store as much of their wealth in 
Ihe form of money os possible Thus it is obsolutely necessory 
that the material of which the money of a country be mode 
should be such which can convenienlly be stored, and which 
having been stored should not depreciate in value with the 
passage of time. This necessltotes that the money moterlal 
should be durable, for these reasons metols ore better form 
of motley materlols than paper currency or vegetable com* 
Imoditles like wheat, rice, etc. Moat of ihe metals also 
[depreciate In value on account of rust. Gold and sliver do 
not depreciate by rusting. "It has been estimated that a 
Sovereign would take 6000 years (o wear out completely. 
Silver coins are far less durable, but nevertheless they retain 
\helr luslre and are not subject to rust or tarnish'.' As such 
these are the most suitable money materials ond out of them 
gold is better than sliver. 

(4) Porfalu7«ff/— Money is said to be portable if it can be 
carried conveniently from one place to another. We have 
oiready seen that on imporlant function of money is io act 
as a medium of exchange. t.e.. with the help of money people 
make their purchases and soles. In order to purchose goods 
one has to carry his money to the market where he wants to 
make his purchase. This is necessary unless the purchase is 


1. Elements of Economicetby S. E. Thomas, page 391. 
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to bo made on credit. In cose the money material is light 
and small in size as compared to its value i.e.. it is portable, 
a person can carry his money quite conveniently and without 
much risk Similarly a seller, who receives money in ex- 
change of his goods, has to carry it to his residence or bank. 
In case the money is portable people have less risk and 
trouble in carrying it and exchange of goods is facilitated. 
For this reason the money material selected should be such 
v/hich carries with it great value in small bulk and weight. 
Consequently gold and silver are better forms of money 
materials than nickel or brass. 

Form this point of viev/ diamond, platinum, radium, etc., 
will be better money materials than even gold and silver ; but 
they have other defects for which they cannot conveniently be 
used for making money. In some of the rich and commercially 
and industrially, advanced countries of the v/orld even silver 
was regarded as a money material which was not sufficiently 
portable and as such it was discarded and displaced by gold. 
For example United Kingdom. France, U. S. A., etc , used gold 
for moklng their high value coins and silver and other metals 
only for making coins of small value. In the above three 
advanced countries the average income of the people and the 
average value of transactions are comparatively very high. 
Consequently silver currency is not regarded as sufficiently 
portable. As a country progresses industrially and commer* 
dally and the average value of transactions and the average 
of people's income rise, it requires very portable forms of 
money. People of such a country favour even the use of 
paper currency rather than gold or silver. In advanced coun- 
tries Jlfco United Kingdom, France, Germany, U. S. A., etc., 
there is now little use of metallic money. Several countries 
of Asia and South America use silver for their money, v/hlle 
most of the countries of the West and North America use 
gold and paper currency. In India also the difficulties of 
using silver currency have begun to bo felt and for this 
reason in cities notes are more popular than silver rupees 
(5) Divisihilitij and Homogeneity — The money material 
should also bo such which can conveniently bo divided into 
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parts, and when divided the vatue of all the ports together 
should be equal to the value of the whole. This means that 
the money material should be such which does not lose Its 
value on being divided or broken into parts GaM and sll* 
ver can conveniently be divided even Into very small parts, 
and on being so divided they do not loss onything In their 
value. Diamond on the other hand is defective In this res- 
pect If o diamond Is d.vided into parts it loses value The 
total value of all parts of a diamond put together is generally 
less than the value of the diamond as a whole. Thus diamond 
is not so divisible as gold or sliver. 

It Is not only necessary that the money material should 
be divisible, but also that equal ports of the same money 
material should bs of equal value. Diamonds and other 
precious stones are defective m this respect also. Different 
pieces of these stones inspte of equal size and weight ore 
not always of equal value, because the value of precious 
stones also depends upon iheir lustre and form (vertical or 
horizontal layer) Homogsreity requires that different pieces 
of a money material of the tome size and weight should be 
of equal value so that people may be able to assess their 
value according to these rough ^standards only rather than 
work as on expert whose business is to assess the real value 
by giving the material a complete test. In case the money 
material is not homogeneous people have difficulty in accept- 
ing money made of it freely t e., without an expert testing , and 
as every person Is not expert In testing, there is ditficulty 
in the exchange of goods and tiode and commerce are dis- 
couraged. Thus we see that If tie money of a country is not 
made of homogeneous material It is not able to perform 
its most important function of working as o good medium of 
exchange 

AjpreffdtdoYiifi/— ^or ’Ino morey mdtB^idi’h’rs Tttii wfiy 
necessary that It should bo dtvisib’e end homogeneous, but I! 
should also be aggregotable te. small parts of money 
material should be capoble of being put together Into o 
single mass without losing their value. In order to perform 
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its function of acting as a medium of exchange and store of 
value well, it is necessary that money should have this cycality 
as vrell. other.vise it does not work efficiently and causes in- 
con'venience to the users or stockists. Diamo.nds and such 
other commodities are defective in this sense. Diflerenl 
small parts of a diamond can not be combined into a 
single moss, and as such diamonds can not make a good 
money material. Thus money material should be both divisible 
and aggregatable. 


(7) Cognisabilifij — ’.foney material should be easily 

recognisable i.c., people should have no'difficulty in recognising 
or assessing its value. For this reason it is necessary that the 
quality of the mioterial selected for making money should be 
simple, and that different coins should be of standard 
'.'.•eight, sice and stj'le. They should also bear reliable stamp 
certifying all these facts. In the absence of these people 
have difficulty in accepting money from others '.'.'ithout testing 
its v.'eighl and purity. As it is not convenient to test the 
quality of metal of c coin and '.'.'eigh it in every transaction, 
it does not pass freely from hand to hand. Thus it does not 
act os a good m.edium of exchange. For these reasons the 
issue of rae'.allic m.oney is a function of the state in almost 
all the countries of the v.-orld. The state tries to issue coins of 
a standard metal, v.-eight, sice and style; and these facts are 
certified by it by putting dov.m its stamp and measure of value 
on the coins. In old days v.-hen coinage v.-as not so eff.ciently 
organised, people v.-ere compelled to vreigh coins and test 
the qualify of their metal before accepting them from others. 
Thus the transfer of money v.-as not free. People had to 
carry with them a balance for '.'.-eighing it and an apparatus 
for ascertaining the purity of its m.etal Such a money cen 
not cct as a good medium of exchange, and therefore it 
is nccersary that money metcrial should be easily recognis- 


able. 

(6). Malleability — The 
malleable. If it is not so or 
any stamp over it or divide 


money mialc-rial should also be 
■ is very hard, it is difficult to print 
it easily into smaller coins of lower 
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value. But It does not mean that the money ^metal should be 
very soft such as wax or rinc What Is required Is that It 
should neither be very soft nor very hard. If It Is very hard it is 
not easily divisible or aggregatable and It is not possible to 
put any stomp over it conven'ently. On the other hand If it 
IS very soft there is a great wastage in its use due to loss of 
weight In rubbing Consequently a great omount of loss it 
every year caused to the slate which issues it and ultimately 
it has to be borne by the people. 

Thus we have seen that wholever commodity be selected 
by a society to act as money roaleriol, it Is necessary that it 
should have a reasonable proportion of oil the above quali- 
ties if it Is desired that its money should perform all Its func- 
tions properly, cheaply and efficiently In view of all these 
facts people hove found that gold ond silver are most suitable 
commodities for making money, and as such these metols are 
used 08 money in olmost all the dvilised countries of the world. 


SUndaid Money 


Ktads of Money 


Subsidiary Money 


Token Money Money 


Money o( ^ 
Account 


Money of 
Circulelion 


I **1 

Metallic Papef*^ 
Money Money 


Convertible Inconvertible 


iLegal Tender Money HdiMgal Tender 1 
I or Optlonsl Money 


Unlimited limited Convertible Into Convertible Into Bullion 
LeQsi fender Legal Tender Standard Coins such as had been recom 
ofthe'country mended for Indtabythe 
Hilton Young Currency 
Commission of 1926 


The above table shows that from different points of view 
money can be divided into different kinds Some forms of 
money are called Legal Tender Money, while the others are 
caWai Non 4 cjal Tender or Optional Money Legal tender 
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and facilitate trade ond commerce it is necessary that one 
or two forms of money of the country s' ould be unlimited 
legal tender or which one is entitled to give or bound to 
receive In payments in unlimited quantities In India notes 
rupees ond half rupees ere unlimited legal tender money 
while four annas two annas one anna and half anna pieces 
and pice are legal tender upto rupee one and half pice and 
pies ore legal lender upto one anna only. 

The money of a country can be divided also into 
Standard Money and iS^u&sKftarv Money Standard Money 
of a country is that com or unit of money tn whose terms the 
values of all other commodibes and services of that country 
are measured, and which is generally also unlimited legol 
tender such as Rupee in Indio and Pound Sterling in England 
The position of Indian Standard Money i e the Rupee is a 
bit peculiar For Internal purposes Indies standord is Rupee 
and its value is permanently fixed at annas sixteen For 
external purposes the value ol (he Indian Rupee or Indies 
standard money has been artificially fixed in terms of Pound 
Sterling and since 1927 It Is Is 6d Previously the Government 
of India used to mointaln that value wilh the help of the Gold 
Exchange Standard Reserve Fund Since the establishment 
of the Reserve Bank of India this responsibiilty hos been 
shared by that bank According to Section 40 and 41 of the 
Reserve Bank Act 1934 It is the responsiblhly of the Reserve 
Bonk to maintain the ex ernal volue of the Ir dian Standard 
at Q stable rate approximating to Is 6d 

The history of metallic cutrenoy of most of the advanced 
countries of the world shows that generally the face 
volue of the standard money of a country Is equal to its in* 
trinslc value Before England went off gold standard the 
intrinsic value of a gold sterling pound was equal to its face 
or exchange value and Englandhada free coinage sjstem 
On the other hand tlie intnnsic value of the Indian Rupee is 
smaller than its face value and since 1893 tnere is no free 
coinage in India Consequently it is incorrect to say that 
Indian Rupee is the standard coin It may be called the 
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From another point of view money of a country can be 
divided into Metallic Money and Paper Money or notes In 
India metallic money consists of rupees half-rupees and four 
anna pieces made of silver four anna pieces two anna 
pieces one anno pieces and half anna p eces made of n die 
and pice, half pice and pe made of copper or bronze On 
the other hand paper money consists of notes issued by the 
Government and notes Issued by the Reserve Bank of India 
The various denominations of these notes are Re 1 Rs 2 
Rs 5. Rs 0 Rs "0 Rs 100 Rs 50C Rs 1000 Rs 5 COO 

Rs lOOCO etc Except one Rupee Government of India notes 
which are to be treated as silver rupees all other notes are 
payable to bearer on demand at any office of issue At 
present as a War Emergency Measure convertibility of all 
notes has temporarily been suspended since June 25 1940 In 
England currency notes are issued by the Bank of England 
since 1694 and they ore legal tender 

Paper money itself can be divided into two kinds i e 
Comeritble and InconverUhle Paper Money If the currency 
notes of a country whether Issued by the Central Bank or the 
Government are ordinarily at the will of the holder fully 
convertible into standard money of the country or something 
else for giving which the currency authority Issuing tho'e 
notes has undertaken a statutory obligation the notes ore 
said to be fully convertible e g all currency notes issued 
by the Indian Government Currency Department upto 3Ist 
March 1935 and by the Reserve Bank oi India after that date 
On the other hand inconverbble paper currency whether issued 
by the Government or Central Bank of any country Is that 
whose holders ore not ordincnly able to gel In exchange of 
that from the currency authorityof the country standard money 
or something else promised by the currency authority either 
statutorily or in prachce For example the paper currency 
issued by the Central Bank of Germany during and after the old 
Great War was inconvertible until reorganised tn December 1 923 
At present even Indian Paper Currency is not convertible 
Legally Government of India one^pee notes issued from July 
24 1940 are to bo treated as silver rupees while the conversion 
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of all notes issued by the Reserve Bank of India has tempo- 
rarily been suspended since June 25, 1940. Further it should 
be noted that paper currency of a country may be convertible 
into standard money of the country e.g , the pre*War Indian 
Paper Currency^, or it may be convertible into bullion at a 
fixed rate e.g., the system that had been recommended for 
India by the Hilton Young Currency Commission of 1926.^ 

From another point of view the different units of money 
of a country can be divided into two kinds : — 

(a) Moneys of Account, 
ib) Moneys of Circulation. 

Those units of money of a country in whose terms the 
different quantities or amounts of money in that country are 
expressed and in whose terms the accounts are maintained 
are said tP be the Moneys of Account of that country. In 
India accounts are maintained in Rs. as. and p. and all amounts 
or quantities of money are expressed in terms of these units 
of money. Hence they are the moneys of account in India, 
In England all accounts are maintained in terms of £>. s. and 
d.) and all quantities or amounts of money are expressed in 
terms of these units of money. Hence they are the moneys 
of account in England. On the other hand Moneys of 
Circulation are those units of money of a country which 
actually circulate in the market, and which are used as a 
medium of exchange of goods and services of that country. 
Sometimes this circulating money contains such units of 
money which are never used in expressing an amount of 
money such as half-anna, pice, half-pice, etc., in India and 
crown, florin, groat, etc,, in England. 

Coinage 

Importance. 

Coinage is the name given to the manufacture or 
making of metallic money. Coins are stamped and certified 
pieces of metal bearing certain values for which they ex' 

1, Section 39 (1) of the Reserve Bank of India Rot, 1934. 

2 Pages 29 and 55 of the Hilton Young Currency Commission Report. 
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change for all other comroodities and services in a country. 
In ancient limes there were no coins and vorious commo- 
dities In every country exchanged directly for each other. 
This was commonly known os the barter system. The various 
dilficulties ol this system of exchange led to the use of certain 
common mediums of exchange usually rough Ignots of silver 
and gold of vorying weights and quality. The Inconvenience 
of weighing and assaying each time an exchange was effected 
and a rough stiver or gold piece was offered in payment, 
eventually led to the cdophcn of shaped pieces of the above 
metals upon which the weight ond fineness had already been 
certiiied by a mark or stamp. Thus the object of a suitable 
system of coinage was to secure uniformity m shape, size 
weight and fineness of me'ol in coins of the same value in 
order to prevent fraudulent counterfeiting. 

Coins or certified pieces of money possess a great 
advantoge that their value can quickly and conveniently be 
ascertained by merely count n^Ken Jtius ifle'fllllieuJtycf 
weighing and assaying coins each time on exchange Is 
effected has now been removed by o proper system of coinage 
and thereby trode or exchange of commodities has been 
greatly facilitated. In the legtnning in almost all the 
countries coins used to be made by gold smiths or Indigenous 
bankers, b ut this priv ate coinage had the difficulty of lack 
of u niformity of weight size, end fineness of metal of coins 
of the same value Moreover In course of time there deve- 
loped also a notio n of prestige of sovereianh attocheo to 
ffnH rni nnng. Oxfing to tl ese leasons in almost all 
the advanced countries coinage s now a function exercised 
by the government of the country in which every one has 
confidence. In old days in almost all the countries monardiy 
was the usual form of government, and coinage used to be 
regarded as a very important privilege of the king which 
rarely any of them did not exeicise Present is the ege of 
democracy and almost all the leading countries of the world 
have democraho forms of government. Consequently in 
many countries of the world aa paper currency Is now issued 
by the central bank o! the country, coir s may also be mode 
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and issued by the same institution- But the old tradition of 
government coinage is persisting even now/ and in no impor- 
tant country of the world as yet coinage has been handed over 
to the central bank or any other private agency. At present 
coinage or the minting of metallic money is a rigidly protected 
monopoly of the state in most of the countries of the world, and 
coining is being done in state mints subject to specific statutory 
laws of the country. In future it is possible that in some 
countries this may also become a function of the central banks. 

Coinage Systems. 

With regard to the making of standard coins there are two 
systems found in the world. In some countries such as U. S. A., 
United Kingdom, France. Japan, etc., there has been in the 
past a free coinage s ystem. In others there was a re stricted or 
limited coinage system . B efore 26th June 1893 In dia also 
had a free coinage system, but since that date India has a 
restricted one. A country is said to have a free coinage 
system when any private citizen can bring any amount of 
bullion he wishes to the mint and get it converted into coins 
of equal weight without any restrictiorn Conversion ofbunion 
iirfo" coins means a little manufacturing cost. If in any 
country this little manufacturing cost commonly known as 
mintage or brassage is charged from the person who wants 
to get his bullion converted into coins, the system of coinage 
is said to be free bnt not gratuito us. On the other hand if 
in any country even mintage or brassage is not charged from 
the private citizen for converting his bullion into coins, and 
the state bears this expense itself the system is said to be a 
gr atuitous and free one . In old days in most of the countries, 
in spite of free coinage, mintage or brassage was usually 
charged from the general public on the making of coins. 

Modern arrangements differ from those ruling in the past 
times. Now in most of the countries the State considers it as 
its duly to manufacture coins for the public free of cost, and 
the expense of making them is met out of the general budget 
of the country. Before the old German War. English coinag e 
system was both free and gratuitous. The mint price of gold 
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in that country was the pnce at which the metal was coined 
into the standard currency The mint used to accept gold 
for coinage at the rate of j C3~*17s — 10?d p er ounc® 
standard e leven twelfths fine In o‘her words approxima’ely 
3 894 s overeigns were coined out of one ounce of cold As 
the coinage was gratuitous, the whole of fh“ bullion received 
from any private cibzen for coinage U8“d to bo returned to 
him in the form of sovereigns The gross weight of a sove" 
reign v/as 123 Q7447 grams and it was eleven twelfths fine 
Thus In those days for every 1130016 grains pure gold received 
by the mint it usodiogive one so/ereign which conta'ne'" 
123 27447 grama of standard gold and thus no charge wos 
made for this conversion of gold into sovereigns. 

In some countries coinage is not free People hove ro 
right to lake bullion to the mint end gat it converted into 
coins of equal weight without ony charge In such a countr; 
the State does not only charge the aclual cost of coinage or 
brassage, but in addition to that it msfces a profit on coinage 
usaalTf called e^ tgntorage or tetgneurane . This may be 
charged m two ways — 

(a) a certain proportion of olloy may be inserted fp ih e 
coins instead of the precious metal and no allowance be made 
for thfs to the person who submits the specie for coinage , 

(b) the coins returned to the person who had submitted 
specie fer coinage may contain full weight of the precious 
iretal left, but a direct cha rge for mintin g or making the 
coins may be exacted from him in the form ol money poy 
i^ent. T hus m a country where the state chtrges a seig- 
niorage on coinage there is a difference between th e morkat 
ard the mint price ot specie of the standard money. The 
pTIce at which the mint purchases specie Is lower than its 
market pnce, or the price at which the mint gives its coins 
is higher than the cost ol making them In other words 
m such a country the value of go’d or silver as coins is higher 
than as bullion. There is an appreciable difference between 
the intrinsic and exchange values of the coins and the country 
IS said to have a restricted or limited gold or silver standard. 
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Restricted coinage or charging of seigniorage by the cur- 
rency authorities is advocated by some on the grounds/ that 
coining of metal by the state is a great convenience to the 
general public. Metal as coins is worth more than as bullion . 
Coins render a great service to the general public by pro- 
hding them with a suitable common medium of exchange of 
their commodities and services. It is such a utilitarian ser- 
vice rendered by the State, that it is quite justified in chargin g 
a small fee for it m the form of seigniorage- which also adds 
to the State revenue of the country Moreover seigniorage 
oharge also acts as a deterrent against the melting down of 
roins for use as bullion or for export to other countries. But it 
nust be remembered here that if the seigniorage charge in 
any country i s very high, it may check the demand of metallic 
aurrency and affect its power of purchasing or the general 
orice level. If seigniorage or the metal retained is also coined 
ind put into circulation it will increase the guantity of money 
'n circulotion and thereby affect its power of purchasing- 
.vhich will be reduced or the general price level will be raised. 
Dn the other hand if seigniorage charge or State profit on 
soinage is not very high, and the quantity of money in circula- 
ion is kept strictly according to its legitimate demand, it may 
oe possible to mcf^n tain the value of money in excess of itsj 
ralue as a commodity, provided the public confidence in the] 
solvency and good faith of the currency authority is not shaken./ 
The issue of metallic currency subject ^to a very high seig- 
liorage is in principle very much like the issue of inconvertible 
saper currency. The currency authority has. a great tempta- 
ion to manufacture more and more coins and thereby make 
arger and larger profits. Consequently under such a system 
here are great chances of inflation or an issue of metallic 
lurrency not justified by the economic condition of the 
lountry, with the result that the value of money falls 
leavily and the general price level in the country is raised, 
nporls from foreign countries are encouraged, exports are 
iscouraged, and all productive industries of the country suffer, 
mother important objection against restricted coinage and ^ 

5 
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of goods purchased. On the other hand shortage or deflation 
of currency brings about such a fall of commodity prices in 
the country/ that bullion is imported into the country from 
others in payment of goods exported/ and thus the volume of 
currency is inreased. Thus under free coinage the currency 
system of a country works automatically. There are no 
chances of unnecessary inflation or deflation — arbitrary cur- 
rency manipulations, which alv/ays do more harm than good 
to the general economic interests of the country concerned. 
On account of these reasons free coinage system is regarded 
as the best and before the old German War most of the impor- 
tant countries of the v/orld such as United Kingdom, U. S. A./ 
France, Germany, etc./ had a free coinage system. At present 
coinage and currency systems of almost all the important 
countries of the world have gone out of gear, and it vnll take 
time to bring back the old conditions. 

General Considerations on Coinage. 

After deciding the system of coinage v/hether free or res- 
tricted/ preferably the former/ the currency authorities of a 
country should proceed to select different metals for making 
different coins — standard and subsidiary ones. The attributes 
of a good money material have already been discussed before. 
Here it is proposed to study only a fev/ important character- 
istics of good coins. 

Firstly the size and v/eight of coins should be such that the 
people may be able to handle them conveniently ._ Neither 
they should be too big nor too small. As compared to value 
if the coins are very big, there is difficulty in storing and 
carrying them from one place to another. On the other hand 
if they are too small, there are great chances of losing them, 
for often they slip av^ay from the hands of the users without 
being noticed. Moreover as compared to value if surface area 
of the coin is very big. there is great depreciation of the coin 
due to rubbing in use. Consequently coins of higher values 
should generally be made of costlier metals and of lovrer 
values of cheaper metals. In India the old tvro-anna silver 
piece v;as too small a coin to be handled conveniently. This 
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IS why He coinage was slopped by the Amendment Ac t of 1918. 
and it has been replaced by the nicbla two a nna piece which 
_is very p opular 

Secondly the shape of the coins should be such that it may 
not be possible for the people with fraudulent intentions to 
ex tract so m e of the v aluable material from them by clippin g- 
s weating, or abrasion withouOheir being detected by other 
innocent users. 

Thirdly the value of eoch coin should be clearly inscribed 
on it in afl the common languages of the counlry. As far as 
possible this value should be shown In terms of its relation 
with the stondord coin of the counlry. In Indio though Hindi 
and Urdu are common languages of the country, yet values 
of many coins both standard ond subsidiary ones are not 
indicated on them in these longuages This is a defect of 
Indian coins and should be removed os soon as possible. 

Fourthly the coins should be sufficiently hard to prevent a 
great loss of weight due to rubbing Generally costlier coins 
are made of gold or silver They are very ductile and depre* 
ciable metals. To prevent the loss of quick deprecioHon of 
gold and silver coins suitoble alloys should also be inserted 
In them and the percenloqe of the inferior metal so inserted 
should be declared for the information and guidance of the 
general public. Use of olJoys mokes these metals suf/icjentJy 
hard to prevent their great rubbing and lo's of weight. 

Lastly the currency authorities shou’d have definite rules 
with regard to withdrawal from circulation of depreciated and 
debased coins and their replacement by newer ones Debased 
and depreciated coins should not be allowed to remain tn 
circulation for along time or in large numbers, otherwise 
there is the danger of loss of confidence of the general public 
with the result that all good coins may be driven away from 
circulation, and.' in tfiesr pibce may remaiP oniV 6aa’ coihs 
and trade and commerce may suffer 
Coinage in /ndia. 

When the British come (o India the country was divided 
into a number of small kingdoms and different coins of gold, 
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silver and copper were in use in the different dominions. 
There was no uniform system of coinage for the whole country. 
The exchange values of the coins were determined by their 
weight, fineness and the morket values of the metals of which 
they were made. Consequently the values of different coins 
constantly changed from day to day and nobody could be sure 
of the exact exchange value of the coins he held. This was 
very embarrassing to the people. The East India Company 
also felt great difficulty in carrying on her trade operations 
and collecting revenue in her territorial possessions which 
were constantly extending. Thus the Company tried to manu' 
facture gold and silver coins of her own and put them in 
circulation in her territories at a fixed legal ratio, but as the 
relation of the market values of gold and silver changed from 
day to day. the Company's attempt to maintain both silver 
and gold coins legal tender at a fixed ratio failed, and in 
actual circulation coins were accepted for their bullion value 
at the market rate. 

For the above reasons it became indispensable that there 
should be a uniform coinage system. Such a uniformity was 
introduced by the Indian Coi nage A ct 1835.-whlch provided 
that the silver rupee of the weight of 180 grains Troy (165 
grains pure metal and 15 grains alloy or ll/12th fine) was 
to be the standard coin and legal tender throughout British 
India, and that its coinage was to be free for the public. 
Even today rupee is the standard money and legal tender. 
Its weight is the same, but percentage of fineness of metal 
has been reduced to half. Though legally the Act of 1835 
made silver rupee as the only standard coin, yet in practice 
both gold and silver coins were in use and the authorities 
encouraged the use of gold mohurs (15 rupee pieces which 
were of-lhe same weight and fineness as the rupees) by coin- 
ing and issuing them to the public at the ratio of 15 silver 
rupees to one gold mohur. This state of affairs continued 
upto 26th June 1893, when Act VIII of that year closed the 
Indian mints to the unrestricted coinage of silver rupees for 
the public, and no Government rupees were coined 
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till February 1900 when 11 was again considered necessary 
and hence taken up. 

The Indian Coinage Act III of 1906 consolidated and 
amended the law relating to coinage In India. This Act 
provided for the Tainting of three kinds of coins namely silver, 
nickel and bronze. With regard to silver coins the Act 
"provided for the minting of a rupee, a half-rupee, quarter- 
rupee, and a two anna piece with the following standard 
weights and fineness of roetaU-~ 


Name of the 
coin 

Gross 
weight In 
groins Troy 

Percentage 
of fine* 
ness 

Quanlltyof Quantity of 
pure silver alloy In 
in grains grains Troy 
Troy, 

Eupee ... 

180 

Il/I2lh 

165 

15 

Half-rupee... 

Quarter 

90 

Il/I2th 

82'S 

7’5 

rupee ... 
Eighth of o 

45 

n/i 2 th 

4r25 

375 

rupee ... 

22'5 

lX/l2th 

20’625 

1*875 

Rupee. Half-rupee ond Quorter rupee are minted 

even today 


and have the earns weights os were originally fixed by the 
Coinage Act of 1906. but their fineness of metal has been 
reduced to half of their gross weights. The minting of silver 
Two'anna Piece has been suspended by the Indian Coinage 
Amendment Act 1918. 

With regard to nickel coins the Act of 1906 provided for 
the minting of only One-anna Piece. The Amendment Acts 
of 1918 and 1919 mode further provision dor the coining of 
nickel Elght-anno, Four*anna/ and Two anna pieces with 
120. 105. and90 grains Troy respectively as their standard 
weights The standard weight of One-anna Piece is 60 groins 
Troy. The minting of nickel Etght-onna Piece was suspended 
by the Coinage Act of 19z0 and all such coins were gradually 
-withdrawn fTOm •eoi-ttme ottU-ti* 

ties the demand for small coins has greatly Increased in recent 
years, and issues of pice pieces In particular have more than 
doubled. The Government of India therefore Issued In January 
1942 a new half-anna coin In nickel-brass alloy of 45 groins. 
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With a view to economise the use of nickel the one-anna coin 
and later the two-anna coin have been replaced by a nickel- 
brass alloy instead of the old cupro*nickeI alloy. 

Originally copper coinage was introduced into Bengal by 
Act XVII of 1835 and in Madras and Bombay presidencies by 
Act XXII of 1844 Copper coinage was replaced by bronze 
coinage by the Coinage Act III of 1905. fhis Act provided 
for the minting of bronze Pice or Quarter-annoi Half-pice or 
one-eighth of an anna, and Pie being one-third of a pice or 
one-twelfth of an anna. The standard weight of the pice 
was fixed at 75 grains Troy and the other bronze coins were 
to have proportionate weights. The minting of these coins 
today is the same as was originally provided in the Act of 
1906 except pice whose weight has been reduced to 40 grains 
Troy from 1943. 


Table Showing Present Coins of India, their Gross 
Weights and Fineness, 


Denomination. 

Gross Weight. 

Fineness. 

Silver — 




Quaternary Rupee 


180 grains Troy. 

50 per cent. 

„ Half-Rupee 


90 grains Troy. 

50 per cent. 

,, Quarter-Rupee' 

45 grains Troy. 

50 per cent. 

Nickel — 



^ 79 per cent. 

2 Anna piece 

... 

90 grains Troy. 

1 brass, 20 per 

1 Anna piece 

... 

60 grains Troy. 

y cent, zinc, and 

Half- anna piece 

. . . 

45 grains Troy. 

1 1 ‘ per cent. 

J nickel. 

Copper— 




Pice 


40 grains Troy. 


Half-pice 

... 

37'5 grains Troy 

^ Brass and zinc. 

Pie piece 

... 

25 grains Troy. 

J 

1 . . 







Table Slowing Total Mintage of Come dunng 1943 44 at the Somloy Calcutta and Lahore Mints 
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Diminished Defaced and Counterfeit Coins 

Coins lhal are counterfeit fraudulently defaced or dlrai 
nished In weight more than the prescribed percentage of 
reasonable wear are not legal tender They cannot be 
forced on others In payment If any such silver coin Is 
tendered to any person authorised by the Governor General 
In Council or by the Local Government and that person has 
reason to believe that the coin Is counterfeit defaced or has 
lost In weight so as to be more than two percent below the 
standard weight he has a legal right lo cut or break the coin 
ond return the pieces to the person tendering the coin, who 
shall bear the lose caused by such cutting or breaking or 
receive and pay for the coin according to the value of the 
silver bullion contained In It In case of nfcbel coins also the 
above persons are entitled to cut or break them If they have 
reason to believe that any such coin tendered lo them is 
counterfeit 

Questions 

1 What ihouM b« (he chief cherselecliUos of a good money 
aaiertat? Explain 

3 , Why Is It that gold has been considered es the best money 
material? Ezplan 

3 Classlfr the various |oms of money used In India and explain 
the main characteristics of each 

A Can token money be unllmlfed legal tender ? What constitute 
uftUnlted legal tender tn India? 

5 Explain — 

(a) Standard Money 

(b) Money of Account 

(cl Paper Money 

(d) Optional Money 

(e) Currency 

6 Whet is coinage? Whet Is the tmporianee of a proper system 
of e^age for a modem country 7 

^/7 Vazae the different syateme of coinage and explain them 

8 Describe briefly the history of coinage In India from 1800 to 

t9<Q, 

9 Write short notes on the (oUowlng — 

(a) Seigniorage fb) Counterfeit Coin end (c) Femedy Allowance 

10 Gvve your arguments fo* end against a system of free and 
gratuitous coinage 
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Pure Limping 
Bimetallism. Standard. 


Parallel 
or Double 
Standard. 


r 

Gold Standard. 

L 


r~-- 

Direct Gold 
Standard. 
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Standard 
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Standard. 
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Standard. 
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Stabilised 

Paper 

Standard. 
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Unmanaged 
Paper Standard. 
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Managed 
Paper Standard. 


1 

Paper Currency 
Exchange Standard. 


Commodity, Metallic and Paper Standards 

In the previous pages we have studied that barter system 
of exchange is full of inconveniences. Consequently people 
of every country require money or currency to help them to 
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carry on their various economic activities cheaply and 
efficiently The currency or monetary system of every country 
consists of various money units le the standard money and 
the subs'diary money Out of oil money units of a country 
the standard money is the most important for the reason 
that all other money units are but only representatives of the 
standard money The values of different units of subsidiary 
money of a country bear fixed relations with the standard 
money and (hey form either the fraction or the multiple of 
the value of the standard money For this reason the money 
or currency system of a country Is generally named offer the 
commodity of which Its standard money is made or the 
principle on which its exchange value is based by the cut 
reney authority cf the country Broadly speaking there can 
be only three kinds of currency systems vlr Commodily 
Standard Currency System eg wheat slondord skin stand* 
ard ox standard etc (2) Metollic Standard Currency System 
eg gold standard silver standard etc and (3) Paper 
Standard Currency Sys em eg forced or voluntary paper 
standards such os German paper mork standard during and 
after the old Great War until reorganised in December 1923 
the Bonk of England Note Stondard oiler September 
21 1931 or the Stobtlised Dollor Standard advocated by 
Prof Fisher 

Commodity Standard — In this money or currency system 
the 8‘ondoTd money consists of a commodity e g wheat, tea 
ox skin tobacco goal etc The values of sll other commo* 
dities and services of the country which has this standard 
are expressed in terms of that comrcodlty which Is selected 
to act as the standard money This standard money also 
helps In the exchange of commodities and services of the 
country as far as it is possible for it to do so Such standard 
moneys and currency systems existed in some oi the countries 
of the world long ogo But it must be noted that these forms 
of standard money suffered from numerous defects e g des 
Iructability indivisibility instability of value unporloblliiy 
etc On account of these defects in course of time they were 
displaced by metallic currency system in almost 'all the 
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countries of the world< and at present there is no civilised 
country which has a commodity currency standard. 

Metallic Standards 

Monometallism — In this currency system the standard 
money is either made of some metal or is freely convertible 
into it. Generally the metal is gold or silver. Standard 
money may be made of gold or silver or it may be convertible 
into either of these. If the standard money of a country 
is made of only one metal either gold or silver, or is con- 
vertible into only one of these metals, the system of cur- 
rency is said to be a monometallic currency system. For 
example at present n almost all the countries of the world 
the standard money is made of either geld or silver, or is 
convertible into one of these metals only (generally the former) 
and they are said to have monometallism. If the standard 
money of a country is made of only gold or is convertible 
into gold only at a fixed rate, it is said to be a gold standard 
currency system. On the other hand if the standard money 
of a country is made of only silver or is convertible into silver 
only at a fixed rate, it is said to be a silver standard currency 
system. 

Gold standard itself is of various kinds. If the standard 
money of a country is made of gold and its coinage is free or 
mints are open to the public for its coinage, the country js-soid 
to have a dire ct gold standard or idbid currency standordj COn 
the other hand if the exchange value of the standard money 
whether of gold, silver or paper is fixed in terms of gold at a 
fixed rate, it is said to be ^n indirect gold standard. Converti- 
bility of standard money into gold may take various forms. 
Firstly the standard money may be freely convertible into gold 
bullion at a fixed rate both for internal consumption and foreian 
payments. This is said to be^gold bullion standard. Secondly 
standard money of a country may be convertible into aold 
bullion at a fixed rate only for purposes of enabling people 
to make foreign payments. This is said to be gold eichance 
s tandard. Thirdly the standard money of a ccuniry may be 
convertible at a fixed rate into the currency o: another ccuntry 
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which may have a dirool gold standard. This Is said to be 
gold currency exchange standard 

Bimeiallism — H in any country standard coins are freely 
mads of both gold and silver at a fixed ratio, or Its standard 
money is freely convertible into both of these metals at fixed 
ratios, the system of currency Is said to be a pure bimetallic 
currency system. Bimetallism worked in European countries 
for many centuries. Befo'e 1678 all countries of the Lolin 
Monetary Union had blm^lolllsm U. S A. adopted It in 
1792. when silver dollars containing 371 1/4 grains of fine 
silver, nine-tenth fine were freely minted and exchanged 
against gold dollars also froe’y made containing 24 75 grams 
of fine gold out of 27 grains of total weight or standard gold 
If in any country the standard coins be made el both gold 
and Sliver, but the coinage of gold be free v;hile thot of silver 
be restricted in order io mamialn between gold and silver 
coins a ratio that is assigned to them at the mint, the system 
of currency is said to be a 'limping standard' Such a sys* 
tern of currency existed In France and Belgium from 1673 and 
m countries of the Latin Monetary Union from 1674 till ft wos 
finally replaced in them by o monometallic gold standard by 
the close of the I9th century. Prom 1873 the price of silver 
began to fall and in all bimetallic countries the mint ratio bet- 
ween gold and silver coins being fixed at the old values, gold 
coins in clrcvilatlon began to be thieatened of replacement by 
silver. Countries not willing to lose their more valuable gold 
for cheaper silver stopped the free coinage of silver. This wos 
first done In 1973 by France, which was a bimetallic country 
till then Later on Belgium and countries ol the Latin Mone- 
tary Union also replaced bimetallism by a limping standard. 

If in any country the standard coins be made of both gold 
and silver, but not ot any fixed ratio between them and the 
coinage of both be free or open Io the public, then the system 
of currency is said be o 'double or parol'el siondard.' In this 
system unlike pure bimetallism, the mint does not fix any 
ratio ot which com of one metal is to exchcnge ogalnsl that of 
the other. Both in clrculaUon and at the mint coins of the 
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two metals exchange against each other according to their 
market iluctucting ratio from day to day. Such a system was 
introduced in England in 1663 ; but soon after was given up 
for it compelled traders to maintain two sets of prices of their 
commodities viz., the gold standard prices and the silver 
standard prices, because the two standards themselves conti- 
nually stood in a fluctuating ratio to each other. 

Paper Standard — In the previous pages it has been seen 
that the standard money of a country may consist of a com- 
modity or metal like gold or silver or both. It may be noted 
here that a country's currency standard may also be of 
paper i e., a paper note issued by the Government or Central 
Bank of the country. A country may be compelled to have 
a forced paper standard due to inconvertibility of its notes 
into gold or silver owing to shortage of metallic reserves e.g., 
German paper^marks before stabilisation in December 1923, 
or Bank of England notes after September 21, 1931. A 
forced or compulsory paper standard can again be sub- 
divided inta two kinds i e., Unmanaged Paper Standard and 
Managed Paper Standard. German paper-mark before De- 
cember 1923 and Bank of England notes from September 1931 
to July 1932 were unmanaged paper standards, but after July 
1932 Bank of England notes are a managed paper standard. 
In addition to these there may be one more form of compul- 
sory paper standard e.g., the Indiai\ Paper Currency Exchange 
Standard from September 1931. On the other hand a country 
may adopt a paper standard voluntarily in order to correct 
the foreign exchange values of its standard to suit the 
country's economic conditions such as U- S. A. did in 1933 
and France in 1936. Besides this a country may adopt 
a paper standard voluntarily with a view to realise a superior 
currency ideal such as Prof. J. M. Keynes Gold Cum 
Tabular Standard advocated to insure eguity'in deferred 
payments between debtors and creditors or Prof. Irving 
Fisher's Stabilised Paper Dollar Standard advocated with a 
view to provide a currency with a stable purchasing power. 

It should be noted here that in cases of all the above paper 



MONEy. CREDIT AND FORflGN EXCHANGE 


standarda, ' ff fs not the paper of which the note or the stand- 
ard money is made which commands an exchange value 
or power of purchasing other commodities ond services of the 
country, but it la the authority of the Central Bank or the 
Government that the note bears on Its face that makes It the 
country's currency standard The note Is altogether a different 
entity from the paper and has some value In the market, 
which the paper as such has not Not even during the worst 
days of deprecia Ion o' the German paper mark, was the 
mark note no more In value than the paper it was printed 
upon'^ Thus though usually these currency standards are 
Called paper standards yel accara sly speoTciog they are 
not real paper s andarda and should not be called os such 
Really these are indirect or remote metallic standards for they 
represent some, though tndeftnfte and uncertain quantity of 
gold or silver obtolnoble agolnst them 
Bimetallism 

^It is o system of currency in which slondard coins of two 
metals circulate freely side by side Generally they are made 
of gold and sllrer and both of Ibem ore legal tender to un' 
limited extents Coinage of both the metals is free and unres* 
trtcted t e , mints are open to the coinage of both the metals 
freely The two coins exchange for each other at a fixed 
flduciajy ratio This Is Commonly known as the multiple legal 
tender ormoreappropnalelyapure bimetallic currency agitem 
It has a tjumber of defects In this system so long as Ihe mini 
ratio or the fiduciary relation between the two coins colnoid^s 
with the market relation of their intrinsic values there is no 
difficuhy either internally or exUrnoIly and the system works 
quite satisfactorily, but as soon as there is a difference bet- 
ween the legal ratio and the market ratio or the ratio of the 
Intrinsic values of the two standard coins the system is thrown 
auT‘ai‘g*faT, because cona^tt'oneoy orce crop op ibr rte icttf 
money to drive away the good money out of circulation The 
moment such a variation occurs ore com becomes an under 

1 Article on Clssslftcatlon of Cunency Standards fai Indian loumat 
ofEconomics of October 1936 by l^of B K- £henoy, page I3S 
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valued or good money and the other an over'valued or bad 
moneyi and then the bad money tries to drive away the good 
money out of ciiculatton. The good money may be driven to 
hoardsi be melted and consumed for social purposes, or be 
exported to foreign countries as bullion in payment of debts ; 
for in all these latter uses it gives to the holder a higher ex- 


change value than when used inside the country as money. 
Thus the exchange value of good money as bullion becomes 
higher than as money or legal exchange value." Hence there 
are great temptations to use this money for export or non- 
monetary purposes.) Before 1873 Franca, Belgium, and the 
countries of the Latin Monetary Union in Europe had a bi- 
metallic currency system. After that date the price of silver in 
world markets began to fall in terms of gold with the result 
that in these countries the danger of the displacement of cost- 
lier gold by cheaper silver became imminent. Consequently 
in course of time all these countries had to give up bimetallism. 


\ 1 

Before 1835 India also had bimetallism and both gold and 
silver coins issued by the East India Company were in circula- 
tion at a fi-xed legal ratio. This legal or fiduciary ratio could 
not be maintained by the currency authorities as the relation 
of the market values of the two metals was constantly fluctuat 
ing and it always threatened the smooth working of the cur- 
rency system. Owing to these great inconveniences bimetal- 
lism was ultimately given up in 1835. when under the Currency 
Act of that year Silver Rupee of 180 grains (135 grains pure 
metal and 15 grains of alloy or 11/ 12th fine) was declared to- 
bo the standard coin and unlimited legal tender in British 
India. Further it was enacted that no gold coin shall thence- 
forward be a legal tender of payment in any of the territories 
of the East India Company. 


[ The advocates of bimetallism assert that there can not bo 
any very serious difficulty in the working of this system in any 
country. They say that even if at any time the relation of the 
market values of the two metals may become different from 
their fiduciary relation and as such coins of under-valued me- 
tal may disappear from circulation and coins of over-valued 
7 
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metal moy only remain jn cjrculfllion^ shorloge el currencj 
owing to the disappeoionce of coins of under-valued meloi 
from circulation will Increase the demond of currency^ ond as 
such the value of the over-valued me al will begin to rise and 
ultimately come bock to the older level or fiduciary ratio They 
believe in the compensatory' effect of the double sJondard 
For ©larople suppose In o country there Ore coins of both gold 
ond silver In circulotlon Qt Q fixed fiduciary raiio of l-to 25, 
and the same is the reloiion of their market values.' After some 
time gold becomes dearer in terms of silver and their morket 
ratio becomes J to 30. This will mean thot gold cotnB will tjis- 
oppear from circulation ond shall be used as bullion Moray 
gold coins converted into bullion will olso be sold in terms of 
silver. The result of this will be^ thot there will be a great 
shortage of currency and the demond of silver coins will In’ 
crease These facts will have thtir compenBotory effect on 
the value of silver. Its demond for monefory purposes will 
be greatly increased. The result will be thot its value will 
increase and ultimately comeback to the oder level or fidu- 
ciary ratio 

Jevont caUi It equilibretorr eetloa and explami it u foUswi 
' If silvef becomes more valuable— compared with gold tV'ere 
arises at once a tandencr to Inpcrt gold Into any country possessing Ihe 
double standard so that >t may be Coined theta and exchanged for a 
legally egulvalenl veight ej silver cwn to ba exported agaw ... . if gold 
rose In value compared with silver the action would be reversed , gold 
would be absorbed and sliver liberated fit any itiomenl the standard 
of value la doubtless one metal or the other end not both , yet the fact 
that there U an alternation tends to male each very much less than ft 
would otherwise do B cannot prevent both metals from fallmg or riling 
In value compared with other oonaaodjliM but it can Ihrow varlatlcns p| 
supply and demand over a larger area instead of having each melal to be 
affected merely by Its own aciUdents 

lajagtjie two reservoirs of water, each subject to Indeper.drtl 
variations of supply and demand. In the absence of any conneetlng.PlFa 
the level of wafer m each will be subject to lU own fluctuations only 
Buftfwe open a connection, the water In both will assume a certain 
meea level end the effects of any cxces Ire supply or demand wl!) be 
distributed over the whole area of both reterveiir. —1 loney and the 
Mechanism of Exchange— pp. }3O'140 
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The advocates of bimetalism believe in the compensatory 
effect of the double standard, but one very important fact 
v/hich is over-looked in the above arguments is, that it is just 
possible that all gold coins converted into bullion may not be 
offered for sale against silver coins. Some of these may be 
exported or consumed for social purposes, and increased 
demand of silver may lead to its import from other countries 
of the world, some of which may become inclined towards gold 
and may try to unload their cheap silver in the above country. 
Thus it is just possible that at such a time there may crop 
up forces, which instead of correcting the discrepancy between 
the market and legal ratio of the two metals, may even 
accentuate that discrepancy, and the country thus be forced 
down to give up bimetallism and adopt a silver standard. 

For the successful working of bimetallism under the ma- 
chinery of compensatory action of the double standard, it 
is necessary that there should be an international agreement 
v/ith regard to the export and import of specie. We know 
that several attempts^ in the 19th and the present century 
7. e.. the various international monetary conferences resulted 
in failure. Even if an international agreement be possible, 
no useful purpose would be served by adoption of a bimetallic 
arrangement between the nations, for due to the preference 
of the banking world for gold, its use in payment of inter* 
national balances would not be affected. Moreover at present 
when most of the countries of the world have already adopted 
a gold standard, the real effect of bimetallism would be to 
introduce an alternative standard, novr of one metal and 
at another time of the other. No ratio established by law 
would be long maintained and the metal which becomes 
relatively cheap in the market would become the real stand- 
ard. the other being used as bullion." 

Lastly it is worth noting that the chief reason of several 
serious attempts made during the last quarter of the 19th 

1. Paris Conference, 1878. Brussels Conference, 1892. Laussane 
Conference, 1933. 

2. Money and Banking by W. fl. Ecott, page 333. 
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century to reinstate blmetoJUsm was the fac*, that then differ 
ent countries of the world were on different standards— 
some on gold standard while others on silver standard. 
Bimetallism was then an attempt to make the foreign ex 
change relations of such countries more harmonious by 
making it possible to establish fiied pars of exchange end 
allov/ frequent fluctuations of values of the different standards 
within a smoller range both Inlernally and exiemally, rather 
than a smaller number of changes but of corsideroble mag- 
nitude. But as has olready been noted before, at present 
when most of the countries of the world have adopted a gold 
standard with or without active circulation of gold coins inside 
the country bimetallism as a practical proposition of a possible 
currency system hos no force. Consequently at present It Is 
a problem of only theoretical interest. 

Xtmp»ni7 Standord— In this system of currency standard 
coins are made of two metal# both gold and silver, and both 
are unlimited legal tender. The colnoqe of gold is free or 
unrestricted t e., for coinage of gold mints are open to the pub* 
He, but the coinage of silver Is restricted or for its coinage 
mints are not open to the public. This is really a modified 
form of bimetallism. \ Under bimetallism when the market 
ratio of two metals becomes different from the mint ratio, say 
for example silver becomes cheaper in terms of gold and 
therefore the intrinsic value of silver standard becomes smaller 
than its fiduciary value , there Is the danger of the reploce- 
ment of costlier gold coins by cheaper silver coins In order 
to check this displacement of gold coins by cheaper silver 
coins, the increase In the sliver standard coins is checked by 
stopping their free coinage ) 

When the currency outhorltles do not make silver coins at 
old rates, and nobody has an authority to do so. the result is 
that there exchange value Is slowly raised to the older level 
WWiT A* itra\n\iV5v«ii tfxmhsifgw emirs- coaresrtn‘ tr 

por with that of gold coins although their worth as bullion is 
much less Internally this system begins to work as gold 
standard, though for external payments limping standard has 
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an element of uncertainty for sometimes the currency authori* 
ties charge a premium in converting cheaper silver currency 
into gold bullion. The same result of raising the exchange 
value of silver currency can also be achieved by imposing 
either an import duty on silver or an export duty on gold of an 
amount that may neutralise the difference between the mint 
and market ratios of gold and silver standards. But it must 
be noted that in order to get the desired result, as compared 
to the latter methods, restriction or complete cessation of free 
silver coinage is more effective for the reason that it is diffi 
cult to check the smuggling of gold or silver, v/hich may not 
escape the customs duties. Even the former method is fraught 
vrith dangers of counterfeiting the silver coins so long as mar* 
ket price of silver remains lower than the mint price. 

Bimetallic countries of France and Belgium stopped in 
1873 the free coinage of silver five-franc pieces vrhich vrere 
full legal tender/ as the market price of silver fell dovm- Later 
on the countries of the Latin Monetary Union# which vrere also 
on bimetallism, stopped the free coinage of silver and adopted 
a limping standard until it was replaced by a gold standard 
in course of time. In no country limping standard was ever 
established by design, but it cropped up only through a series 
of tentative steps to adopt a gold standard. India also adopt- 
ed a limping standard from 1898. Before 1893 India had a 
free silver standard, but ov;ing to a heavy fall of the market 
price of silver in terms of gold in the v;-orld markets. India’s 
burden of fereign gold payments became very heavy. Con- 
sequently in order to raise the exchange value of the rupee in 
terms of gold, free coinage of silver was stopped in 1893 
according to the recommendation of the Hershell Committee. 
In 1898 according to the recommendations of the Fov/ler Com- 
mittee sovereigns and half-sovereigns v/ere made full legal ten- 
der coins in India and their exchange values in terms of 
rupees v/ere fixed at Rs. 15/— and Rs. 7/8/— respectively. For 
some time this system v/orked v/ithout any serious difficulty, but 
the rise in the price of silver during and after the Great War 
compelled the Go'vemment of India to change the legal ratio 
of the sovereign from Rs. 15 to Rs. 10. Ultimately by the 
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Currency Ordinance of June 2l6t, 1920, sovereigns and half- 
sovereigns ceased to be legal lender In India Thus we see 
that limping standard is not a sulhible currency system for 
any country to adopt permanently, but In a change from 
bimetallism or silver moncmetallism a monometallic gold 
standard it Is a necessary intermediary measure 

Parallel Standard — Ills also a modified form of bimetal* 
Iism. In this system of cunency as well standord coins are 
made of both gold and silver. Both the coins are freely 
minted and are unlimited legol tender. It differs from the pure 
bimetallism only in Ihts respect, that In this system there is 
no legally fixed or fiduciaryratio between the gold and silver 
standards. Both at the mint and In circulation they exchange 
for each other according to iheir day to day market ratio of 
intrinsic values. Such a system was introduced in England 
in 16S3and existed m India before 183S. This is a doable 
standard in the reol sense of the term. In this system at no 
time there is any danger of any money becoming bad or 
ovep’valued or any money becoming good or under'valued, 
and os such any money driving owoy the other out of elreula* 
tion to private hoards or export to foreign countries 

One of the most Important functions of money of a country 
is to act as a common measure or standard of exchange values 
of all its commodities and services. Parallel or double stand* 
ard is bod for under it money of a country does not perform ‘ 
this one of its most important functions properly Under this 
system every person Is required fo maintain a double set of 
prices of his commodities or services t e , gold prices and silver 
prices. Moreover as market ratio of the exchange values of 
these two metals differs from time to time, the prices of various 
commodities and services a!'o fluctuate constantly No one 
can even for a moderate psriod o1 lime be sure of the real 
value of the coins he holds In concluding even small tran* 
sactlons parties are compelled to oi certain first the day’s 
market raho of the intrinsic values of the two standard coins 
and then fix the price or amount involvrd in the transaction. 
On account of these formidable difficulties the system Is regard* 
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ed as most unsatisfactory and both in England and India it 
v.-orked but only for a short period. In this country it vras soon 
replaced by a monometallic silver stc ndard under the Cur- 
rency Act of 1835. 

Monomelallism 

In this s^'stem of currency the standard money is made of 
or is convertible into only one metal .gold or silver. If the 
standard money is made of or is convertible into gold only, 
the country is said to have a monometallic gold standard such 
as United Kingdom. U S.A.. Japan, etc. On the other hand 
if it is made of or is convertible into silver only, it is said to 
be a monometallic silver standard such as India had from 
1835 to 1893. China before November 1935. and at present 
perhaps Manchukoo. Under monometallism only one metal 
forms the standard money or the standard of value. Standard 
money of only one metal is unlimited legal tender and the 
mints are open to the public for the c oinage of standard 
money of only that one metal. 

Upto the beginning of the 19th centi ry some countries of 
the world had monometallism, but most of the others had 
bimetallism. During that century many important countries 
of the world gave up bimetallism and adapted gold monome- 
tallism or the gold standard. During that century, specially 
in its latter half, gold price of siver fell very heavily in the 
world markets, with the result that the currency authoriUes 
of the various bimetallic countries could not maintain the 
official mint ratio of their gold and silver standard coins, and 
ultimately gave up bimetallism. Eng 'and adopted gold 
monometallism in 1816, Germany in 1873, Russia in 18?7, 
Japan in 1897, and United States of America in 19C0. 
During the time of Moghuls ond up to 1835 India also has 
had a sort of bimetallic currency system, but since that date 
India also adopted a monometallic currency system but 
that of silver standard. 

Under monometallism as the standard money is made of only 
one metal, and mints are open to the public only for its coin- 
age, end standard money of only one metal is iinlimited legal 
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tender , there is no danger of any money of the country be* 
coming over-valued or under-valued and no danger of any 
money being driven away out of circulation If a country has 
a monometallic currency system of the some metal, which most 
of the other countries with whtch it trades have there are few 
possibilitesofanygreaf dif/onanoe between the Internal and 
external exchange values of the money of such a country 
affecting her trade, commerce and industry adversely 
Consequently unless checked by artificial measures like pro- 
hibtffon or Imposition of heavy cuslomsdutfes on the Import or 
export of specie, exchange control, differential fiscal policy, 
etc ; trade and commerce In and between such countries has 
great chances of being carried on guile smoothly. Goods and 
specie would move from one country to onofher according to 
their prices or exchange value. The specie or bullion will try 
to maintain an equal purchasing power between different 
countries, by moving from countries where it is in excess and 
commands a lower purchasing power, to countries where It is In 
great demand ond commands a higher purchasing power 
Consequently for a policy of free international trade, a 
monometallic currency system of the same metal is very 
helpful. 

There 18 no doubt that if a country has a gold monometal- 
lism while others with which It mostly trades have a silver 
monometallic currency system, there will be both very fre 
quent and steep fluctuations in the Internal and external ex 
change values of the money of such a country. There will be 
great and frequent disparities in prices of goods between such 
countries and trade and commerce will seriously be hampered. 
On the other hand if a country has bimetallism and the other 
countries with which it has trade relations have monometal- 
lism whether of gold or silver, there ora less possibilities of 
steep fluctuations In the exchange ratio of standard moneys of 
such countries. At present when most of the countries of the 
world have adopted a gold monometallism, bimetallism has 
only a theoretical Interest and is not at all a practical proposi- 
tion Monometallism with or without active circulation of me* 
talhc standard money is the order of modern times. 
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Silver Standard — Under this system the standard money 
is made of silver and there is a free coinage of that metal. 
People are authorised to bring silver to the mint and the cur* 
rency authority is always prepared to give freely silver standard 
coins of full weight in exchange of silver bullion presented. The 
face value of the standard coin is equal to its intrinsic value, 
and there is no difference between the mint and market price 
of silver Silver is the standard both for internal and external 
requirements of the country. Internally it exchanges for other 
coins and paper currency at certain fixed rates, and for other 
commodities according to its quantity. Externally the standard 
coin is valued in terms of silver standards of other countries 
according to the relation of their weights and fineness of 
metal ; while in terms of gold standards of other countries, be- 
sides weight and fineness, it is valued according to the rela- 
iion of the m srket values of silver and gold. Such a system of 
silver standard currency was introduced in India in 1835 and 
somehow or other worked upto 1893, when it was given up. 

As the price of silver in terms of gold does not remain 
stable in the market for even a moderate length of time, the 
external value of the silver standard of a country in terms 
of gold standard countries is always a fluctuating one, and 
depends on the market ratio of the values of the two metals. 
Thus external purchasing power or foreign exchange rates of 
a silver standard country in relation to gold standard coun- 
tries, do not remain stable for oven short periods of time. 
Most of the countries of the world have novr adopted a gold 
standard. Consequently a silver standard country can not 
now have her foreign exchange rates stable with regard to 
most of the countries of the world, and her trade, commerce 
and industry cannot work smoothly and prosperously. Some- 
time the people of such a country shall have a period of great 
commercial and industrial prosperity, while at another time 
Ihey shall suffer from a great depression, for owing to fall and 
rise of the price of silver in terms of gold, the external prices 
of the various commodities of this country shall always fluc- 
tuate very widely in terms of currencies of other gold standard 
countries. Thus trade and commerce of such a country shall 
S 
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always remain uncertain owing to consiant inslabihty of the 
value of her money, and the country as a whole shall suffer 
At present when all important countries of the v/orld have 
adopted a gold standard, when international trade relations 
between different countries have so much developed, and 
vrhen prices of different commodities in each country, whether 
produced internally or imported from obroad, are so greatly 
’affected by foreign exchange fluctuations , it is almost impos- 
sible for a country to carry on its vanous economic activities 
smoothly by adopting a silver standard. For these reasons now 
there is hardly any important country which has got a silver 
standard in the strict sense of the term Even countries v/hose 
standard money IS made of silver, have a silver standard only 
for internal purposes while for external purposes they have 
adopted a gold standard In some form or the other 
Gold Standard 

In the strict sense of the term, gold standard system means 
one In which the standard money of a country is made of gold 
Gold is In actual circulation in the country and is the standard 
for measuring the exchange values of all commodities and 
services and a medium of their exchange Notes issued by 
the Government or the Central Bank of the country ate valued 
in terms of gold, and are always convertible into legal fender 
gold coins whether required for internal use or for expert. 
Gold standard coins are unlimited legal tender Then coinage 
is free and open to the public te there is no difference bet 
ween the mint and market prices of gold Such a gold 
standard existed before 1914 in the Uniled Kingdom, France, 
CJ. S A.. Germany, Japan etc At present In the original 
sense of the term gold standard does not exist in any im- 
portant country of the v/otld. 

After the old German V/ar most of the important countnes 
of the world adopted modified forms of gold standard or in- 
direct gold standards, such as gold bullion standard, gold 
exchange standard, gold currency exchange standard, etc. 
Consequently the original gold standard is nov/ distinguished 
from these indirect or modihed forms of gold standards by 
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naming it as direct gold standard or gold currency standard. 
For these reasons at present gold standard means a currency 
system in which either the standard money is itself made of 
gold or is convertible into gold directly or indirectly and 
either freely or under certain restrictions. Thus the term gold 
standard nov means any of these standards ■ — gold currency 
standard, gold bullion standard, gold exchange standard or 
gold currency exchange standard. 

One thing to be noted here is. that whatever be the form 
of gold standard v/hether direct or indirect, the advantage 
possessed by it is that as compared to other standards, it in* 
sures greater internal and external stability of the exchange 
values of the money of the country unless that is checked by 
artificial barriers such as restriction or embargo on the im* 
port or export of gold, exchange control, etc. There is no 
doubt that during the v/orld economic crisis of 1929-32 
most of the important countries of the world had gone off gold 
standard, but the desirability of an early restoration of an 
effective gold standard had very well been emphasized by the 
World Economic Conference held at Lcussane in 1933. Even 
at present vrhen owing to World War the monetary systems of 
many countries have become upset there are schemes afloat 
for a proper post-war currency reconstruction. The opinion 
of currency experts is that future lies not in the dethronement 
or the abandonment of the gold standard, but in its better 
management and further develop aaent. 

Gobi Currency Slundanl — As already mentioned before 
gold currency standard means a currency system in vrhich the 
standard money is made of full-bodied gold coins, vrhich are 
in active circulation in the country and can freely be 
used for making even foreign payments. Mints are freely 
open to the public for making gold standard coins and the 
value of the currency unit varies with that of gold. There is 
no difference between the mint and market prices of gold 
and there exists in the country a free market for it. Such a 
standard and currency system was in existence in United 
Kingdom, U. S. A., Germany. Japan, etc., before the last 
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Great Wap. The greatest advantage of this system Is that 
under it the standard money commands an exchange value 
equivalent to Its intrinsic worth Unless a country goes off gold 
standaid never there is any appreciable difference between 
the fiduciary and raetolHc voTues of its standard morey The 
system Is natural and free from all sorts of artificial restric 
tlons and possibilities of currency manipulations. The 
generol pricerlevel of the various commodities and services of 
the country remolns alwoy* almost stable The prices of goods 
do not fluciuate heavily either In terms of the currency of the 
country or externally In terms of the currencies of other coun* 
tries of the world, which ore olso on a gold standard 
-The foreign volues of money of such o country do not 
fluctuate very widely, and all heavy lluciuoivons in them or© 
soon corrected by the Import or export of gold into cr from 
the country. Thus unless rolsed or lowered ortiflcioHy by 
means of import or export duties, embargo or restriction on 
the Import and export of gold, exchange control, etc ; the 
prices of commodities produced in the country as well os of 
those Imporled from abroad remain more or ters the some ; 
and trade, commerce end Industry of the country do not suffer 
from high fluetuotlons of the internal or external commodity 
prices dee to the inslobility of the volue of money. Gold 
flows freely from countries where It has a low purchoslng 
power or exchange value to those where it commands more, 
and tries to maintain a parity On account of these reasons 
the system is very efficient and commands great public con 
fldence As gold is contained In the money of the country 
and is always ovallable lo the people, it discourages the 
habtt of hoarding the precious metals and encourages the 
tendency of Investment and credit”^ point which can not 
lightly be put off speciolly with regard to countries like Indio 

The greates' disadvantage of this system of currency is that 
'll' 18 very expensive, ’in a gdib currency Stanbarh country gdib 
is required both for internal circulation os well as for settle 
roent of net balance of foreign transactions. This drawback 
of the system t e., its costliness can be overcome to a great 
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extent by a suitable development of paper currency and bank 
money to replace the use of metallic currency inside the coun- 
try. A weakness of this system which came to light prominent' 
ly during the world economic crisis of 1929-32 is that its 
smooth vrorkinq among different countries can be dislocated 
or shattered by some of those countries going off 'gold 
standard or adopting' other means of restricting the movement 
of specie from one country to the other, such as exchange 
control, trade restrictions, price manipulations, etc. In that 
crisis many important countries of the world went off gold 
standard and devalued their currencies in terms of gold very 
heavily either voluntarily or involuntarily and forced the 
world currency and exchange systems to be completely shaken 
and occupy chaotic conditions. But it must be noted that 
trouble was not the result of any inherent defect of gold 
currency system, but that of a deliberate disregard of its right 
principles. One fact that had helped much in bringing about 
that breakdown was, that after the last World War almost all 
important countries of the wor’d had given up gold currency 
standard and adopted modified forms of gold standard, which 
could be manipulated more easily, Thus the breakdown of the 
world currency and exchange systems during the crisis of 
1929-32 was really the consequence of those manipulations 
rather than the outcome of any natural weakness of gold cur- 
rency standard system. 

Gold Bullion Standard — After the last World War many 
important countries of the world, which were on a direct gold 
or gold currency standard before, reorganised their currency 
systems on a model which is now commonly known as Gold 
Bullion Standard. Under this system most of the currency 
that circulates inside the country consists of notes and they 
are convertible into gold at the will of the holder. The value 
of the currency unit or standard money is stabilised in terms 
of gold by offering to redeem the currency notes into bullion 
instead of gold coins. The currency authorities offer to buy 
and sell gold bullion at certain fixed rates, the difference 
between the two prices representing the handling charges. 
Mints are closed to the free coinage of gold and additional 
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supplies o! currency are obtained by celling gold for notes to 
the currency authorities Similarly demands of go’d wheth'^r 
for internal consjnption or lo- mating fo-eign payments are 
met by purcbas ng gold for nol«6 from the currency autho*itle8 
or oarkel Th«» curr-^ncy unit in who«e terns l^s values of 
all commodities and cervices of ‘he country are expressed and 
against vrhicVi oil of lh*m exchange is really gold though in 
directly Similarly p'lces of all commodities and services of 
the country are really gold pr'ces though Indirectly This 
posIUon of the cur'ency unit of a country gives It the nam** of 
gold bullion s'anda d 

It should be no*ed that though this system has con® Info 
pra^'Uo® only recently yet a currency system of this type was 
ad/o:a*eJ by Picardo m 1816 during the bullionist contro 
versy Adam Smith was the firs* to concei/e th* benefits 
that would ascru* ‘o th® people of o country by substituting 
paper iio^®s in place of Ih® erpenehe go’d m®dia of circula* 
Hon Adam Smith's ideo Ihot i/a aogon icoy m tfw* air eould 
constructed as a meant of tramfort, U tcouhJ allow the 
conversion of a large part of the roads into fields and mea 
dotes v/as utih#®d by Picardo who odvooated on ideal moa®* 
tary system under which preciO'JS m®’al mon®7 would be en* 
tirelf eliminated f*om dom°3fic circulation Dom®sao cur 
rency would consist of only pape- no‘®5 which would b® 
converted fo- oil purposes no* into gold coins but only into 
bullion at a fixed ra*® Thus a larg® quantity of gold of a 
country whl'~h und®r gold ctirrency s*ondard remains frozen 
in the {o*m ot dom®3tic currency becom'S released under gold 
bullion and every other indirect 'gold standard By8*®m to b® 
u8®d by th® country in a more producliv® v/ay 

In Europ® this system was first adop ed in Great Britain 
by the Go’d Stardo’d Ac* of 1925 In th*t year Great Britain 
r®sjmed go'd 8tanda*d bst in th's modified fo-tn and except 
&0 dmanrds ol go'd ol th® Bnnlt ol England clos®d the mint 
to the public Und®r this Act It was made obligatory fe Ih® 
Bank of England to redeem notes in unlim ted quantities in 
gold instead of sovereigns at the rate of £■ 3*17 lOj per ounce 
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of standard fineness, and to purchase gold in unlimited 
quantities at the rate of £ 3'17‘9 per ounce. On the model 
of Great Britain. France. U. S. A., Gei many. Japan, etc , all 
these countries adopted a gold bullion standard la'er on. 
As compaied to gold currency or direct gold standard, go'd 
bullion standard possesses the great advantage of being 
economical, for the internal currency of the country consists 
of only paper and gold is kept only in the paper currency 
reserve. In order 'o secure sufficient confidence of the people 
in their currency system, gold is offered by the currency 
autliorities against legal tender money both for export and 
domestic purposes, but only in quantities sufficiently big to 
save the currency authorities from meeting numerous small 
demands. 

In India such a system of currency and standard had 
been recommended by the Hilton Young Currency Commission 
of 1926. The Commission had recommended, ’’ the currency 
system v/hich we recommend for the present needs of India 
may be described as a gold bullion standard. We propose 
that an obligation should be imposed by statute on the 
currency authority to buy and sell gold without limit, at rates 
determined with reference to a fixed gold parity of the rupee, 
but in quantities of not less than 400 fine ounces, ro limita- 
tion being imposed as to the purpose for which the gold is 
required. The fulfilment by the currency authority of this 
obligation will secure the stability of the gold-value of the 
rupee, and the stability of exchange within the gold points 
corresponding to the selected parity. Gold is thus made the 
standard of value. The rupee is linked to gold and to sterling 
or to any other currer cy or group of currencies. 

Since gold bars are to be given in exchange for notes or 
silver rupees, not for export only, but for any purpose, this is 
not an exchange standard ; it is an absolute gold standard. 
Nevertheless the compensatory mechanism of the exchanges 
IS preserved, because gold bars are not currency. When 
gold bars are given by the currency authority for notes or 
rupees, the currency is contracted, while on the other hand, 
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when gold bars are given io the currency authority for notes 
or rupees, the currency is expanded 

For the purposes of Indta this standard fulfils the essenbal 
condition, that It should be not stable only, but staple and 
certain. It provides the token currency viith a right of con- 
vertibility that is Intelligible to the unfnstrucled, and with a 
backing that is tongible and visible. In short, it has the 
characteristics necessary to inspire confidence in the Indian 
people, to promote the habits of banking and Investment, end 
to discourage the habit of hoarding precious metals. The 
statutory obligation to buy and sell gold tor rupees wlfhout 
limit at a prescribed parity for the first time in the history of 
the rupee will base ft on gold firmly and in a manner that is 
conspicuously visible. It establishes the pnncvple that gold 
is the standard of Indian currency at a fixed ratio, and that 
the currency authority admits it. ond must maintain it 

It may be seen here that in their enthusiasm to emphoaize 
their recommendation member* of the Hilton Young Currency 
Commission colled the gold bullion standard system as 
absolute gold standard. There is no doubt that gold bullion 
standard is gold standard, but not a direct or obsolute gold 
stondard, for the reason thot in this system the standard or 
unlimited legal tender money is itself not made of gold, but is 
convertible into gold Conseguenfly it is natural that this 
eyatem can not command that much o{ confidence of the 
peop'e. as is the case v/iih gold currency or direct gold stand- 
ard, though m this respect it is cerlauily much better than geld 
exchange stondord. gold currency exchange standard, e*c. 

Qold Exchange Standard — ^Theoretically gold exchange 
standard means a currency system in which the internal 
currency in circulation in a country consists of legal tender 
paper notes or silver coins or both, but their exchange value 
Is fixed in terms of go*d The currency authorities of the 
cciin^n MTid«VciVe tWIttgoftaon to ■g-rve lyiJri to 
of domestic currency, and domestic currency in exchange 
of gold wrrendered. without hinits. and at certain fixed rales. 


1. Eeport oj tiva ELIlan youag &icren~r Coasltnoa 1926, ps7«24 
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known as lower and upper gold points respectively. The 
external value of the country's currency is thus maintained 
between these two rates by the currency authorities, and in 
order to be able to do so they maintain a gold reserve fund 
out of v/hich sales of gold are effected and to v/hich purchases 
of gold are added. 

Gold exchange standard is very much like gold bullion 
standard, but there is one very important point in which gold 
exchange standard differs from gold bullion standard. We 
have already seen before that under gold bullion standard 
the currency authorities of a country undertake the obligation 
of buying and selling gold bullion at fixed rates without 
limits, against the standard or legal tender money of the 
country, for v/hatever purpose the said concession may be 
demanded. There is a statutory obligation for the currency 
authorities to give gold for domestic currency, whether it is 
required for export or for internal consumption. In gold 
exchange standard system it is not so. Here currency 
authorities sell and purchase gold against domestic currency, 
only when it is required for settlement of foreign transactions. 

Under gold exchange standard for all internal purposes 
paper notes or silver money both of which are token money 
ere legal tender, and only for purposes of foreign payments 
their exchange value is a fixed quantity of gold This is 
not a very suitable system for such a backing of the domestic 
token currency is too intangible and invisible. It is not 
intelligible to an average man The fact that external 
value of their money is maintained at a rate much higher 
than its intrinsic value, through the mechanism of gold ex- 
change standard and its reserve fund, can not easily be 
understood by the ordi.uary people. This is a great difference 
between gold bullion and gold exchange standards, and on 
account of this it is o’udent that the gold exchange standard 
system can not command that much of confidence of the 
people as is the cose wth the gold currency or gold 
bullion standards. 

In gold bullion standard the internal currency of a country 
9 
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may consist of mostly paper notes, still as compared to gold 
exchange standard it would command greater confidence, 
for under this system the bnl betv;een internal currency 
and gold is sufficiently visible People knovr that they con 
get their notes converted into gold bullion, vihenerer they 
like and for whatever purpose they vrant iff Thus they treat 
these paper notes as eufhciently reliable representatives of 
various quantities of gold. On the other hand in gold ex* 
change standard the internal currency consisting of paper 
notes and other forms of token does not command sufficient 
confidence, for the people know that they can not freely get 
gold bullion In exchange of their notes for v/hatever purpose 
they like to have it. Here the lint betv/een gold and internal 
currency Is neither solid nor conspicuously visible. Thus the 
people of such <a countrf treat their currency as only an 
inconvertible paper standord. ond v/ilh that consciousness 
they oceord to tt the same treatment. 

Vfithout some backing mere certain, simple and solid, 
confidence tn the exchange value of the currency standard 
of a country can not be sufficient to enable it to work efficient* 
ly and develop the habits of bonking ond investment. If 
however, in order to command sufficient confidence of the 
people, in any country gold exchange standard is combined 
with silver full legal lender money for infernal circulation 
and gold and paper currency axe legally convertible into 
silver coins without limits as hos been the case in India Iroa 
1893. there is posnbiLty of on additional difficulty. That 
difficulty IS, that If at any time due to a great rise of the gold 
price of silver in the world markets, gold value of silver 
contents of the silver legal tender currency becomes higher 
than its fiduciary exchange value, the currency authorities 
vnll have great difficulty in converting gold or pcp>er 
currency Into legal tender silver money. Und^r such circums* 
tances all efforts will have to be made to prevent the non* 
monetary uses of silver money such as its export melting 
or hoarding Ultimately If the difficulties are formidable the 
currency authorities may have even to stop payments in 
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silver money and substitute in its place small notes, and coins 
of nickel or of less silver content. This may lead to loss of 
confidence. During the post war yeors of the last Great War 
due to such difficulties the Currency Department of India 
issued Rs. 1 and Rs. 2l notes and eight and four annas nickel 
pieces, and in certain parts of the country these money units 
did not command sulficient confidence and actually circulab 
ed at a discount and people suffered. Even during the present 
war ov/ing to a high rise of the price of silver, the Government 
of India has issued one rupee notes and quarternary silver 
rupee, half-rupee and quarter-rupee coins which contain only 
50 per cent, silver and are used in circulation with suspicion. 

Another great disadvantage of gold exchange standard 
currency system is that it is capable of great rnanipulations 
There is no doubt that even go'd currency and gold bullion 
standards can be manipulated by the currency au'horih'es of 
their countries to influence their exchange values in such a 
manner as to serve certain ends aimed at. This is quite 
evident from the recent currency history of the different coun- 
tries of the world. Still it should be noted that as compared 
to gold currency and gold bullion standards, gold exchange 
standard can be manipulated more easily, for it is a very in- 
direct gold standard system and thus the effects of its mani- 
pulations can not easily be visualised or understood by the 
people. Some idea of this can be had from the Is. 6d. and 
Is. 4d. controversy in India after the Hillon Young Currency 
Commission Report of 1926. A large body of public-opinion in 
India is suspicious of gold exchange standard. It is convinced 
that this currency system can be manipulated very easily and 
the manipulation may be inconsistent with Indian interests. 
This fear can amply be justified by a comparison of the his- 
tory of Indian currency with that of the other countries of the 
world. 

Gold exchange standard system of currency is very defec- 
tive. It is neither simple nor efficient. The only advantage 
possessed by this system is, that as compared to gold currency 
or gold bullion standard, it is economical for the reason that 
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in this system gold J* used onlf Ja eetttemeat of foreign fran 
sacljons and Internal currency is neither made of gold nor 
convertible into It for domestic purposes One point which 
must be noted here is that theoretically gold exchange 
standard really means a currency system in which the cur 
xency authority of a country undertakes to buy and sell gold 
in unlimited amounts against the home currency In practice 
however this is done only indirectly » e through the currency 
of some other country Or countries with a true gold standard 
In India from 1898 to 1931 gold exchange standard was 
always worked through the pound slerling bosad on gold and 
the mechanism of its working consisled of council bills re 
verse councils and the gold exchange standard reserve fund 
This la reolly gold currency exchange standard rather than 
gold exchange standard There is no doubt that so long as 
the currency or currencies of other countries into which the 
currency of the so colled gold exchange stondcrd country be 
cenveriible are based on a reol gold standard there is no 
difference between gold exchange standard end gold currency 
exchange standard But if ol any lime tleir currency or 
currencies are not on a reol gold standord even if it be for q 
short period as was the case with English currency ftcra 1920 to 
1925 or again after 1931 there comes a difference between 
gold exchange standard and a gold currency exchange 
standard In February 1920 the gold or gold exchange stand 
ord value of the Indian rupee was 2s while gold currency 
exchange value or value in terms of sterling was 28 4d ^ 

Gold Currency Exchange 5fandard— In this currency sys- 
tem the internal legal tender currency of a country consists of 
paper notes or silver coins or both but their external exchange 
value Is fixed in terms of currency or currencies of other gold 
standard countries at certain fixed rates The currency autho* 
rity tries to maintain this external value by offering to buy and 
sell foreign gold currency or currencies in unlimited amounts 
cgolnat domestic currency of the country and fer this purpose 
it maintains a reserve fund of such foreign currency or cur- 


1 Hilton Toung Curreney CommlSBlon Report 1926 page 4 
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rencies. This is also an indirect gold standard for the coun- 
try's standard money is not made of gold< but for purposes of 
external transactions only it is convertible into a currency or 
currencies that are of gold. 

In practice under such a system the internal currency of 
a country is usually convertible into gold standard currency 
of only one foreign country and through that into the curren- 
cies of other countries of the world. Rarely the monetary 
laws of any country put an obligation on its currency autho- 
rity to redeem the local currency statutorily into the gold cur- 
rency of more than one foreign country. For example Indian 
currency since 1898 has been a gold currency exchange 
standard for the external value of the rupee has always been 
fixed in terms of gold sterling, and through that India main- 
tained the external value of the rupee against the currencies 
of all other countries of the world. 

A gold currency exchange standard is usually referred to 
as gold exchange standard, but this is not appropriate for 
the domestic currency is statutorily convertible only into gold 
currency of a particular foreign country/ and not in gold. The 
holders of domestic currency can not claim gold in exchange 
as a right/ but they can get the promised gold currency 
of the particular foreign country. In practice such a currency 
system is not much different from a gold exchange standard 
except/ that in the latter system the country's foreign ex- 
changes against all other gold standard countries are deter- 
mined directly/ while under the former system they can be 
determined only indirectly i. e., through the exchange value 
of that country's currency in terms of which the value of do- 
mestic currency has been fixed. 

Another important difference between gold exchange 
standard and gold currency exchange standard system is 
that the latter is a dependant currency system. In gold ex- 
change standard system the foreign exchange value of 
the country's currency unit depends upon the quantity of gold 
per unit that has been promised to be given by the country's 
currency authority against domestic currency, and unless 
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this qjontlty js varied the foreign erchange value of the 
counby 8 currency unit against other gold standard countries 
do^s rot fluchiate On th“ other hand th** foreign exchange 
value of th“ cur’^ney unt* of a gold currency exchange 
s^ndard country against oJiet counfr es of th“ vrorld do“3 
no* only d“p"nd upon the fltatutory fa-"ign exchange value 
of th“ country’s c rren'Y unit, but also upon the forego ex 
change volu- agcins* oth— ccuntries of th" vro*ld of th® car* 
ren'T unit of that eo'intry la l®nns o‘ whose currency th® ex 
temal exehang® value of th® currency unit of th® gold cu- 
rency exchang® standard country has been fir®d 

For example rjppass country A has a go’d cu'reney 
exchange standard sys’em a^d th® foreign exchange value 
o^hercurre-cy unit is hied In terms of the currency unit of 
B country If this u so fo e ga exchonge valu® of th® 
CJrr »"'7 unit of A country against oth*r countn«8 of th® vrorld 
will not only d®p®ndupon fh®tfotulor 7 exchang® obligation 
o‘ th® currency aulKcnt/ o* A country but olso upon th® 
fore gn exchang® value of th® currency unit of B country 
ogains* thos® oth®r ccuntries Thus If the foreign exchange 
volue of the currency uni* of B country against olh®r countries 
o‘ th® vrcrld falls ot any tin® the fo-eign exchange value 
of the currency standard of A country ogamst those other 
count’ies vnll also fall do»r- On the oth®” hand If at any 
tim® hreiga exchang® valj® o' the currency s andard of B 
co-jntry aga nst o*h®* coaatri“S of th® world goes up the 
foreign ex hange valu® of th® curr®n®y standard of A co'ia**y 
being hnked vntb that o' B country will also go up agains* 
those o‘h®r countries of the wo“ld. Thus we 8®e that in gold 
currency exchang® s^ndard or d®pendaat currency sy3‘®m 
tb® foreign esmhang® value cf th® currency standardof th® 
d*pendant country may b® of'®®t®d » e It may go up or go 
do/m though t-’at mayro* b^F^stibedbY h®r o/m curr®n'y 
Of g*n®’al e'*o^osic conditions This is a g*^! d®'e''t of 
gold currency exchang® 8!anda*d cr any o he- dsp®ndant 
curr®®C 7 sys ®m. 

It should be noted that the gold standard o’ gold basis of 
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ths CTirrency unit of a gold cuxroncy ezchange standard 
country depends upon the gold standard or gold basis of the 
currency unit of that country, in terms of v/hose currency 
the exchange value of the currency unit of the gold currency 
exchange standard is fixed. Thus so long as the currency 
system of the latter or principal country is on a gold basis, 
the currency system of the dependant country is also on gold 
basis. On the other hand if at any time voluntarily or due 
to adverse currency or economic conditions, the principal 
country goes off gold standard or the exchange value of her 
currency unit depreciates in terms of gold, the currency system 
of the dependant country v^ill also automatically go off gold 
standard. The exchange value of her currency unit also vriil 
fall in terms of gold and the foreign exchange values of that 
country's currency standard against all other gold standard 
counrties vnll become highly unfavourable or low. 

Upto 1927 Indian currency system vrcs a gold currency 
exchange standard, but from that date according to the 
Indian Currency A-ct of that year India adopted Sterling Ex- 
change or a gold currency exchange standard. In September 
1931 Britain vmnt off gold standard. Consequently foreign 
exchange ’.alue of her currency standard f. e., sterling fell 
dov/n in terms of all cold standard countries. Indian rupee 
being linked to sterling at Is. 6d , its value also fell dovm in 
terms of currencies of all gold standard countries. During 
the economic crisis of 1929-32, it is not only Britain that vrent 
off gold standard- but many other counrhes of the -world as vrell 
v/ent off gold standard and de-zalued their currencies very 
heavily in terms of gold or cold currencies. Some of these 
countries devalued their currency units in terms of gold much 
more heo-dly than sterling The result v.-cs thoi these currencies 
became much cheaper in terms of sterling as well as rupee 
linhed to it. Consequently India’s foreign trade suffered very 
much. Her exports fell dov/n much m;Oie heavily than her 
imports, and a counrty v/hich used to have very heavy favour- 
able net balances of trade and used to import gold, had to 
export it amounting to about Rs. 300 crores in order to maintain 
the foreign exchonge value of the rupee at Is, 6d. sterling. 
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Thus we 6ee lhat gold currency exchange standard such 
as sterling exchange standard or any other currency exchange 
standard is a dependant currency standard, and on account 
of that it has many serious defects Under such a system os 
compared to the other standards the foreign exchange value 
of the currency standard of a country can not remain stable 
for any great length of time Even the gold basis of the 
country s currency standard is uncertoin under this system 
This is clear from the sad experience of the Indian currency 
system and her sterling exchange standard from 1927 upto 
the present time Indian currency today consists of a legal 
tender monetary unit, whose internal value depends upon the 
financial and credit policy of the currency authorities of the 
country, while her foreign exchange value depends upon the 
currency policy of the Government of India ond the fate of 
sterling In the world currency and exchange systems Such 
Q currency system ond standard Is very artificial and copabla 
of great monipulations It is neither simple and intelligible 
to the people nor Is certoin in mamtoining its value at 
stable rates either internally or externally It is o system 
which can not command sufficient confidence of the people 
to develop among them a habit of credit and investment rather 
than suspicion and hoarding of precious metals 

The only advantage Ihol sterling exchange standard or 
any other gold currency exchange standard system possesses 
is that as compared to other forms of gold standards, it « 
cheaper for under this syslem the internal currency of the 
country neither consists of gold coins like the gold currency 
standard nor lot of gold has to be kept m the currency re- 
serve to be given away in exchange of domestic currency 
when demanded, as it is the case in gold bullion and gold ex- 
change standard currency systems Here the entire currency 
reserve of the country may bo invested in interest bearing 
sefn'iiquida'ting or easily xmnvBrtfiJie'BecarfriesiA'fae ■prmdnjdi 
country in terms of whose currency the foreign exchange value 
of the currency unit ol the dependant country has been fixed 
This is the only great advantage of the gold currency exchange 
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This is commonly known as the paper standard, and is the 
result either of an excessive issue of inconvertible paper notes 
due to very adverse financial and currency conditions of 
the country or the outcome cfo deliberate device to vrork 
some currency ideal. The former is said to be 'Forced Paper 
Standard’ and the latter 'Voluntary Paper Standard'. 
Forced paper standard can ogam be 6iib*divided Into Tfn* 
managed Paper Standard’. "Managed Poper Standard’ and 
'Paper Currency Exchange SUndard'. 

Forced Paper Standards 

Unmanag^d Paper Standard— XJnmanaged paper stand- 
ard Is one in which the currency oulhonty of a country goes 
on Issuing more and more inconvertible paper currency 
keeping little or no reserve behind ft The result of this is 
that ulhmfltsly the currency slandord of the country dees 
net possess any rubstanbal internal or external exchonge 
value. Prices of goods produced inside the ccantry and 
imported from abroad both nse to oslrerciniCQ! figures 
Exchange value of the currency standard falls down to in* 
finitesimal fractions and currency system ot the country 
becomes beyond repairs and Is ultimately left to its onm fate. 
This was the position ol German currency system after the 
last V^orld V7ar until stabilisation m December 1923. Later 
on paper mark was given up end it was replaced first by 
Eentenmark and next by PeichsTaark in October 1924. 
Such a currency system poiolyses the entire currency and 
•oonomio structure of the ccanlry and it takes a long hme 
to replace It by a suitable system. 

Managed Paper Standard — ^The other type of forced paper 
standard is the managed paper standard. Here also the 
country goes off gold 8‘andard and its paper currency be- 
comes inconvertible, but one important point in which this 
system differs from the other or unmanaged paper standard 
is that in thiss/slem the currency authority of the country 
does not withdraw laenhre support from the currency and 
leave it to its fate. The currency reserve of the country does 
not become absolu’ely v/orlhfess. Ho dcubt due to heavy 
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withdrawals and adverse financial condition the metallic 
portion of the paper currency reservo of the country becomes 
insufficient to redeem on demand all paper currency offered, 
but the currency authority has some metallic reserve and 
realisable securities out of which it can redeem the currency 
issued at some figure lower than 100 per cent. 

In this system also as the country goes off gold standard 
and its paper currency becomes inconvertible, prices of all 
internal and external goods begin to rise high. Foreign 
values of the country's standard become very adverse or 
unfavourable. There is a constant fluctuation of the ex- 
change value of the monetary standard both internally and 
externally, yet there are limits beyond which neither the 
foreign exchange values do fall nor the internal level of 
prices does rise. Thus a forced and managed paper 
standard is only a temporary cuirency difficulty having 
behind it a constant effort of the currency authority to stabilise 
the internal price level and the foreign exchange values 
either at the old rate or at a new gold parity. 

Great Britain, which was on a gold bullion standard 
before September 1931, gave up that standard from that 
date due to inadequacy of metallic currency reserves and 
heavy withdrawals of short period funds from London by the 
continental countries of Europe. Consequently from Septem- 
ber 1931 Britain went off gold standard and her currency 
became a forced paper standard. For some time the pound 
sterling was left to its own fate, but management was soon 
taken up. It may be said to have begun with the creation 
of the Exchange Equalisation Account in July 1932. Thus 
from July 1932 Britain may be said to have adopted a 
managed paper standard, for from that date it tried to 
prevent heavy fluctuations in the exchange value of her 
currency either internally or externally. Britain tried to 
maintain the external exchange values of her paper standard 
through exchange equalisation fund, exchange agreements, 
deflation and other devices : and since June 1935 the gold 
value of pound sterling became more or less stationary at a 
little over 60 per cent, of its original value. 
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A eompotlion of these two standards an unmanaged 
paper standard and a managed paper standard shows fhot 
the latter is better than the former for it does not permit the 
economic structure of the country to breok dov/n completely 
into a hopeless disorder, though none of them is a currency 
system which is devised from the beginning to be introduced 
as such. A forced paper standard crops up only as the result 
of the country's very heavy expenses due to v/ar or such other 
calamity on account of which the metallic portion of the 
currency reserve of the country becomes highly depleted and 
the Invested portion of the reserve becomes unresllsable 
Consequently currency becomes inconvertible Its value falls 
prices rise high, credits become damped/ trade and industry 
ore paralysed ond the country os a whole suffers. 

Paper Currency Exchange 5/anJflrd— This is a currency 
sfsfeoi In which internal cutrencycfa country cor sisis of paper 
notes and metallic coins but the external exchange volue 
of (he standard money of the country is fixed in terms of 
currency of another country which is oil gold standard at thot 
time. The currency authcnty mofntoirs Ihe relation to fixed 
between the home ond foreign currency by buying ond 
selling the latter aqalnsl the former in unlimited quantities 
at rates based upon that fixed ratio. From 1927 ie, alter 
the Indian Currency Act of that yeor. India adspted a sterling 
exchange standard and rupee was Imbed to sterling at 
Is 6d.< instead of gold, but os at that time Great Brilain 
v/as on gold bullion standard, the Indian Sterling Exchange 
Standard was indirectly a gold exchange standard. On 
September 21, 1931 England went off gold standard and 
by an ordinance of the Government of India of that dale the 
above link was suspended , but by Ordinance VII of Eeplem* 
ber 34, 1931 Government of Indio res’ored the rupee- 
sterling link. Thus from September 24, 1931 when the 
Government of India restored the nipes-sterlmg link and 
upto June 1935 by which dale Great Britain again practically 
stobilised her currency w teime of gold, India remained on 
a paper exchange standard. Theoretically even today Great 
Britain is off gold standard and is working on a Managed 
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Paper Currency Standard, and as such at present also 
statutorily India has a Paper Currency Exchange Standard. 

In effect paper currency exchange standard is not very 
much different from paper standard. It has all the defects 
of a paper standard and in addition to them the standard 
being linked to a foreign currency, it also suffers from all 
the disadvantages of a dependant currency. Changes in 
exchange value of the foreign paper currency are also passed 
on to the currency linked to it. Consequently this currency 
system is neither certain in its internal or external exchange 
value to help trade and industry, nor simple to command 
confidence of the people. It suffers from almost all the 
possible defects of a bad currency system. Strictly speaking it 
is not at all a sensible system. Except that it may be adopted 
by a dependent currency for only a short period taken by 
the principal country in stabilising her currency, it can not 
at all work suitably in any country. 

Voluntary Paper Standard 

As opposed to forced paper standard, voluntary paper 
standard is a currency system in which the currency authority 
of a country gives up gold or silver standard and adopts a 
paper standard in spite of possessing adequate currency 
reserves. This is done by demonetising a large portion of 
the metallic reserve of the country by statute. A country 
may go off gold standard voluntarily for reasons of economic 
strategy. If at any time a country is on gold standard while 
others with which it mostly trades go off gold standard, there 
arises a great difficulty in their trade relations. In such a 
case the value of currency of the gold standard country rises 
very much in terms of currencies of the countries that are off 
gold standard. Consequently prices of all goods produced 
in off-gold'standard countries in terms of currency of the gold 
standard country fall very much or become very cheap. On 
the other hand prices of goods produced in gold standard 
country become very high in terms of currencies of the coun* 
tries that are off gold standard. The result of this is that ex* 
ports from gold standard country are seriously checked while 



78 MONEy, CRED'T AND FOREIGN EXCHANGE 

imports Into it are much encouraged. Consequently all ex- 
port industries of the country suffer and there is a great 
depression end unemployment in them Moreover due to a 
heavy unfavourable net balance of trade the counirr's gold 
holding IS fast reduced and ihe gold basis of its currency 
system is sencualy endangered. In order to check the efflux 
of her gold and to protect her industries, the gold standard 
country hos to adopt a number of artificial devices such as an 
embargo on the export of gold, custom duties, trade agree* 
ments etc. When these devices also fail or prove insufficient 
to protect her industries and go’d stock, the country goes off 
gold standard by withdrawing from the public its statutory 
undertaking to give gold coins, cold or gold equivalent m ex* 
change of domestic paper currency at the fixed rots This 
means going off gold standard and adopting o voluntary 
paper standard 

Under conditions similar to there described obove USA 
adop'ed a voluntary paper stondord in March 1933. It 
should be noted that adoption of a voluntary paper stondord 
In place of a gold stondord is a step taken by a country in 
self defence due to the breolfdown of the intetnotional gold 
standard An international gold itandard currency system 
works smoothly under the presumption that if prices rise 
unduly in one country, jn course of lime that country a balance 
of trade becomes an unfavourable one and the country is ex* 
posed to an outward dram of gold with its consequential 
pressure on its pnee level to be restored in course of hme at 
its old level. But It should be noted that if in any country the 
incoming gold is not used for monetary purposes but is hurried 
in the vaults of the Central Bank, there will be no rise of in* 
ternol price level, no unfavourable balance of trade, and 
consequently no reversal of the movement of gold. It is to pro* 
led against such a mismanagement of gold standard and the 
blockade against the automatic working of ihe gold standard 
that a country which may have been on a gold standard may 
have to go off gold standard and adopt a forced or voluntary 
paper standard. 

Both forced and voluntary paper standards are {emporory 
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devices to overcome certain difficulties. A forced managed 
paper standard is a temporary device to overcome the 
difficulties of the inadequacy of metallic currency reserves and 
general financial embarrassments. Similarly a voluntary 
paper standard is a temporary device to meet the undesirable 
competition of gold standard countries in the sphere of inter- 
national trade and industry. Thus both of these paper 
standard systems give only a temporary incentive to trade 
and industries of the countries which adopt them. Ultimately 
countries going off gold standard and adopting paper 
standards forced or voluntary have to stabilize their curren- 
cies in terms of gold, though it may be at a lower parity than 
before. 


Gold Cum. Tabular Standard 

An important function of money or currency of a country 
is to act as a standard of deferred payments. This necessi- 
tates that the exchange value of money should not fluctuate 
very widely from time to time. A change in the exchange 
value of money from time to lime implies that other things 
remaining the same, the borrower of money pays back either 
more or less purchasing power than what he should actually 
pay back to the creditor. There is no doubt that apparently 
in such cases, leaving interest, the borrower pays back to 
the creditor the same number of units of currency which he 
had actually borrowed ; but in reality if the exchange value 
of money is higher or lower at the time of repayment as com- 
pared to the time of taking the loan, the borrower pays back 
more or less than the amount he had actually borrowed. As 
such either the borrower or the lender suffers unnecessarily. 
One party abtains an unearned increment and the other 
party suffers an unearned decrement. 

Suppose A borrows from B Rs. 10 when the value of rupee 
is X in terms of general commodities, and repays them at a 
time when the value of the same is 5x/4. Here at the time of 
borrowing A actually gets from B lOx and at the time of re- 
payment, besides interest, by paying back Rs. 10 he actually 
repays 50x/4. Thus in terms of general commodities the 
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difference between the omount achjall7 borro/red and repaid 
IS 50z/4-10z or 5z/2 Jn this eiaraple ws see that Oiving to a 
rise m the exchange value of ihe rupee from x to Sz/4, the 
borrorter actually suttera q loss of 5r/2 and the creditor 
gains an unearned increment of an equal amount t-e, 
Sx'2. Cons^uenjly H the value of currency of a coun* 
fry is liable to such wide fluctuations, credit dsTsfopmenl 
specially of long term shall be ssrioJsV discouraged and 
trade, commerce ond bankmg would seriously be hampered 
In their growth- 

The currency standards of different countries of the world 
both of gold and silver have sbo/rn in tne post sjch wide 
variations iir their purchasing powers of different periods of 
hme that a few Itnporfant economists grew dusatisf ed with 
the use of gold dr Silver as aonsy Id' any cosnfry cad fned 
to enunciate a s'ondard which wosld wort more equitably 
between debtors and creditors, and variations in whose value 
from tune to time would correspond mo'e. appropriately with 
changes In the economic conditions of a country 

One of the standards suggested fo* Ihis purpose is Prof 
J U. Keynes gold cum, tabular s'andard It is an oltemahve 
to a gold, sJver or paper standard to be used only in making 
deferred payments or in respect of settlement of transactions 
involving a psnod of tune, in order to Insure equity among 
debtors end creditors and remove the difhcalty caused by 
fluctuations In the exchange value of money between the 
fame ol b orro^ng ond repayment Under this standard an 
attempt is made to rehiro to Ihe creditor the same quantity 
and quality of goods, which were actually lentjoy him at the 
time of giving the loon and thereby remove the Injustice that 
may bo caused cither to the debtor or the creditor ovnng to a 
rise o~ fall’in the exchange value of money between the fame 
of giving the loan and the hme of its repayment. 

The tabular system proposes to constitute a s*nndard for a 
ccuniry from the puces of a large number of articles of general 
use In order to fir the value of ihe standard, first of all a 
number of articles of general u» shcruld be selected end the J' 
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v/holesale prices should be ascertained. For this average prices 
of a suitable period - a week, a month or a year should be 
calculated, and from them should be found out the price of one 
unit of general commodities. When this has been done the 
price of one unit of general commodities in terms of standard 
money of the country should be supposed as 100 and this should 
be hzed as the basis for comparison in future in order to find 
out the rise or fall of the exchange value of standard money in 
terms of general commodities or in ascertaining the number of 
units of standard money, which in their purchasing power at 
any future time are equal to one unit of the standard money of 
the basic period. After this has been done if can easily be 
found out as to hov; many units of the standard money should 
be given back by a debtor to his creditor in exchange of a 
certain number of standard money units borrovred by him at 
any past time, vrhich is taken as the basic period for the 
transaction. 

For example suppose A borrowed from B Rs. 100 in 1923 
and vrants to repay them in 1933, Novr in order to ascertain 
the exact number of rupees which A in 1933 should return to 
B in order to pay back the debt of Rs. 100 borrowed in 1923 
vdthout any loss to himself or to B, f.e., returning to B the same 
number of units of general commodities as were actually bor- 
rov/ed by him, Ihe following procedure should be adopted : — ■ 


Names of Commodities. 

Prices in 1925 

Prices in 1935 


Rs. 

as. 

P- 

Rs. 

as. 

p. 

Rice per maund 

5 

0 

0 

d 

0 

0 

V/heat per maund 

4 

8 

0 

3 

0 

0 

Suaar ,, seer 

0 

6 

0 

0 

4 

0 

Milk ,, ,, 

0 

4 

0 

0 

2 

6 

Pulse „ maund 

4 

6 

0 

3 

0 

0 

Salt „ seer 

0 

2 

0 

0 

1 

3 

Ghee ,, „ 

I 

8 

0 

1 

0 

0 

Rs. 

15 

12 

0 

11 

7 

9 

Average price of one unit of 
general commodities. 

2 

4 

0 

1 

10 

"3 

Suppose 1925 is the basic year, 
Thus general commodifies 
which could be purchased in 
1925 for Re. 1 can be purchas- 
ed in 1935 for Re, ’73. 



100 

1 

73 

approxi' 

mately. 

•73 
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This Re. "73 shoald be taken as the basis or standard for 
repayments in 1933 of all debts incurred in 1923, te. for 
every rupee borrowed In 1925 the debtor in 1933 should pay 
back only Re 73. According to this basis or standard 
excluding interest if in 1935 A pays back to B Rs 73 in 
payment of a debt of Rs 100 token in 1925. there will not be 
any unnecessary loss to the debtor A or any unearned incre- 
ment to the creditor B By paying back Rs 73. A will really 
return to B the same guanlily and quality of goods which he 
had actually borrowed and the transaction would be settled 
very equitably. 

In fixing the value of the standard money of any country 
In this way. care should be taken to see that the articles 
selected are fairly representative of the general consumption 
needs of the people of thot country, and for this purpose the 
list of the articles selected should be a fairly long one Fur- 
ther of these articles those quanbbes should be selected, which 
represent a true proportion in which they ore generally con- 
sumed by the people. The units of quontities ond the nature 
of prices preferably wholesale should be adhered to Collec- 
tion of prices should be done by a government department 
and they should be averaged weekly, monthly, quorferly, half- 
yearly or yearly, whichever may be considered as suitable. 
The exchange value of the standard ascertained according to 
the above procedure should be declared by a government 
notification from bme to time l^is is in brief the gold cum 
tabular standard It should however be noted here that under 
this standard, for ordinary dally Imnsanctions the medium 
of exchange remains the some metallic or paper stanoaid. 
but only for purposes of deferred payments the value of the 
stondard money is so ascertained from time to time in terms 
of general commodities of the country and that is used in 
settlement of those tronsacUons 

An important defect of this system is that If may fail to 
achieve that very end whicdi 11 aims at- It aims at equity in 
transactions of deferred payments by giving back to the 
creditor the same quantity and quality of goods v/hich vrere lent 
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by him. In this system changes in the exchange volue of 
standard money are ascertained by means of prices. Prices 
depend upon exchange value of money as well as utility of 
commodities. It is possible that the same quantity and quality 
of goods at the time of repayment of the loan may not represent 
the same amount of utility that they possessed at the time the 
loan was granted, and as such either the creditor may get 
back less utility than that which he actually lent or may get 
back more than that. Thus in this standard also there are 
possibilities of inequity. 

The same quantify and quality of goods to two different 
persons at the same time do not in many cases give the same 
utility, because of the differences in the nature and propor- 
tions in which the different commodities enter their lists of 
articles of consumption. Thus in this system the assumption 
that different articles whose prices are collected to ascertain 
the value of the standard, have same utility both for the debtor 
and the creditor, and as such by returning to the creditor 
that amount of money which might be able to purchase at the 
time of repayment the same quantity and quality of goods, 
which could be purchased by the amount borrowed at the 
time when the loan was granted, is no guaranty that to the 
creditor has been returned the same amount of utility which 
he had lent, unless the artictes taken in the list and the pro- 
portions of their quantities are true representatives of the 
nature of consumption of the debtor as well as the creditor. 

Suppose in case of the creditor meat plays an important 
part in his list of arlicles of consumption, while in case of the 
debtor it does not play such an important part, and as com- 
pared to 1925 in 1935 the prices of all other commodities have 
fallen, but the price of meat has risen. Thus if fall in the 
prices of other commodities is compensated by the rise in the 
price of meat, the exchange value of the standard money as 
expressed in terms of general commodities at the two periods 
1925 and 1935 will not show any substantial difference and it 
shall be concluded thereby that excluding interest, if in 1935 A 
gives back to B, one hundred rupees in repayment of the 
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«ira« amount he borrowed in 1925, none of the two parlies 
«hall gain or lose any unearned Increment or decrement But 
it le evident thot by poyihg bach rupees one hundred the debtor 
■gives bock to the creditor really much more than the quan* 
tity and quality of goods that he had actually borrovred, be- 
cause the prices of all other commodities In which he spent 
his money have gone down, while the price of meat in which 
he did not spend any large fraction of the money borrowed, 
has gone up. On the other hand the credilor on getting back 
Rs loo m 1935 in exchange of Rs 100 lent in 1925 does not 
gel back the same quantity and quality of goods that he had 
actually lent because though the prices of all other commodities 
have gone down yet the price of meat in which ha generally 
spends a big portion of his money has eonslderobly gone 
up Consequently he does not get back the some quontity 
ond quality of goods which he had actually tent He gets 
less Thus the debtor suffers a lots from his point oi view, 
while the creditor suffers a loss from his point of view and the 
transaction can not be said to hove been settled very equit 
ably by adopting the use of the tabular standard The debtor 
pays back to the creditor more than ihe quantity and quality 
of goods which he had borrowed while the creditor receives 
back less than the quontity and quolity of goods that ha hod 
lent Consequently it Is not equitable and can not be so 
unless the articles selected for ascertaining changes in the 
exchange value of the standard money truly represent the 
nature of consumption of the two parties Thus it can not be 
£Oid that repayments of loans on the basis of □ tabulor 
standard shall always be very equitable. 

Another defect of this system is that It Is very abstract, 
uncertain and complicated It alms at bringing equity among 
the debtors and creditors and thereby develop credit and con- 
fidence in the country It tries to insure to the creditor that 
he would get bock at the time of repayment of the loan, the 
soma quantity and quality of general commodities which he 
actually lend? at the time of giving the loan But it should be 
noted that credits are usually granted and repaid through 
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the medium of money. Under this system when a creditor 
lends Rs. 100, he is not sure at that time as to how many units 
of standard money or rupees he.will get back at the time of 
repayment of the loan. Similarly when a person borrows 
Rs. 100, he is not sure at that time- as to how many rupees he 
will be called upon to give back to the creditor in payment 
of the principal sum at the time of repayment of the loan. 
There is no doubt that both parties are sure that they will get 
back and give back the same number of units of general 
commodities, but this is not enough. Here one does not know 
what number of rupees one will actually get back or will have 
to give back at the time of repayment of the loan. This is a 
great uncertainty and shall check the development of credit, 
instead of encouraging it. 

In all credit transactions money borrowed or repaid is not 
immediately used for consumption. Thus when money is 
received in deposits in banks or is lent out by banks, the 
risk of changes in the value of money during the periods 
of credit shall lie on the shoulders of bankers and they can 
never be sure of their financial position unless they realise 
all their loans and repay all deposits. Moreover there will 
be a tremendous difficulty to banks’ depositors to understand 
the real position and solvency of their banks. Thus all 
these factors shall seriously check the development of credit 
of a country, which the tabular standard really dims at deve 
loping. 

In addition to the above defects this system of enforcing 
the exchange value of the standard money for making deferred 
payments in any country requires an elaborate, honest and 
expensive government machinery to collect commodity prices 
continually in order to ascertain the true exchange value of 
the standard at different times. Moreover this system is far 
from being simple and intelligible to the ordinary people. 
These are great defects. Consequently the tabular standard 
system is full of grave dangers and suffers from the greatest 
defect of impracticability and for these reasons no country of 
the world ever adopted it. 
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Stabilised Paper Standard 

This is also a currency proposal io remove the injustices 
caused to debtors and creditors In credit transactions or da* 
ferred payments and other difficulties due to fluctuations tn 
the exchange value of money In terms of general commodities 
The stabilised paper standard aims at removing that difficulty 
which the gold cum tabular standard proposes to cure This 
scheme was first sugg'^sled by Professor Irving Fisher' before 
the last Great War Under this plan all gold dollars are to 
be withdrawn from circulolion and in place of them are to be 
Issued paper c^rtlfioates enhlling their holders to receive In 
exchange per dollar such weight of gold bullion os may be 
officially declared io constitute a dollar on that dale The 
gold bullion exchange equivolent of a dollar on any date is to 
be determined In accordance with changes in the exchange 
value of the dallor in terms of general commodities on the basis 
of prices 

For this hie the labulor itondard o particular normal year 
ts to be selected and of that year average exchange value 
of a dollar !n terms of general commodities is to be calculated 
Kow this should act os the boMS ond in future the exchange 
value of the currency standard at any time In terms of general 
commodities should be similorly calculated and compared 
with the bose year and the chonge ascertained in terms of 
percentage If the exchange value of the currency standard 
on any future date compared to the base year rises the gold 
bullion exchange equivalent of the currency unit should be 
proportionately reduced On the other hand if compared to 
the base year the exchange value In terms of general commodi 
ties falls, the gold bullion exchange equivalent of the currency 
unit should be proporhonalely rats d Thus the gold bullion 
exchange equivalent of the currency standard of the country 
should constantly rise and fall in accordance with the changes 
tn its exchange value in terms of g^n eral commodibes and 
in this way the country s stondord should be enabled to 
command always the same purchasing power 
1 The Purcbsetaq PowBT of Money 1911 
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The inequity and hardship caused to debtors and creditors 
owing to fluctuations in the exchange value of money 
in terms of general commodities shall thus be removed in this 
system. By paying back the same number of paper dollars 
the debtor shall always pay back to the creditor the same 
quantity of goods as were received by him at the time of 
taking the loan, for a rise in prices would at once be checked 
by an addition to the metallic exchange value of the currency 
standard and a fall of prices by a deduction from it. In this_ 
way the stabilised paper standard shall act as a suitable and 
efficient medium for the settlement of deferred paymentsi and 
thereby encourage the development of credit in tho country. 

We see that both the gold cum. tabular standard and the 
stabilised paper standard aim at removing the same defect of 
the currency system of a country i.e., the difficulty caused by 
the instability of the exchange value of the country's currency 
standard in terms of general commodities. The tabular 
standard tries to do it -by authorising the increase or reduction 
in the number of units of standard money that can be given 
in settlement of a debt incurred in the past. On the other 
hand the stabilised paper standard or compensated dollar 
system, as it was named by Prof. Fisher, tries to do it by in* 
creasing or reducing the gold bullion exchange value of the 
country's currency standard in accordance with the fall or a 
rise of its exchange value in terms of general commodities. 

It should be noted that like the tabular standard, the stabi- 
lised paper standard also is not free from serious defects. 
First of all it is a paper standard. People will have no gold 
currency in their hands. Then the gold bullion exchange 
value of the paper money shall always be fluctuating in 
accordance \<rith the fluctuations in prices of general commodi- 
ties. Thus at one time one paper dollar will give in exchange 
one quantity of gold and at another time a different quantity. 
It is therefore very doubtful whether such a paper currency 
system, which is capable of great manipulations will command 
sufficient confidence of the people and work as good money 
and develop the credit system of the country. 
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5. Whst 13 a voluntary paper standard ? How does it differ from a 
forced paper standard ? Explain. 

6. Describe briefly the gold cum. tabular standard as suggested by 
Prof. 1. M. Keynes. 

7. Explain clearly the function of money v;hich the gold cum. tabular 
standard aims at performing in an ideal manner. How far is it possible 
for it to do that satisfactorily ? 

8. Give a brief outline of Prof. Irving Fisher's scheme of stabilised 
paper dollar standard and point out its main defects. 


CHAPTER V 

INDIAN MONETARY STANDARD 

In order to appreciate properly the present position of the 
Indian Currency System, it is necessary to study the back- 
ground out of which the present system has evolved. The 
history of Indian Currency System can conveniently be divided 
into two parts i.c., (1) the history of monetary standard in 
India and (2) the history of paper currency in India. Here 
it is proposed to deal with the history of monetary standard in 
India. 

History of Monetary Standard in India 

Parallel Standard — Before the establishment of British 
rule in India under East India Company, there was no 
uniform currency standard for the whole country. The 
country was divided into several kingdoms under different 
rulers and they had different currency standards in their 
territories. Mohammedan rulers of Northern India had in their 
kingdoms silver standards, while in circulation there existed 
also gold coins. In the territories of Hindu Rajas of Southern 
India there existed gold standards with gold and silver coins 
both in circulation. These gold and silver standards had no 
fixed legal ratio and exchanged for each other according to 
the market relation of their intrinsic values. Thus the East 
India Company found about 994 kinds of gold and silver coins 
of different weights and fineness circulating throughout the 
country and exchanging for each other or against other 
commodities according to their intrinsic or market values. 

The country had a double or parallel bimetallic standard 
12 
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system and nobody could be sure of the value of the coins he 
held. The people had great difficulty in carrying on their 
trade transactions, and in order to make even moderate pay 
menls parties were compelled to use the services of professional 
money changers to declare the value of each coin^. 

■Pure Bimetallism— ‘This chaotic condition was found et* 
tremely troublesome fay the East India Company In Its revenue 
collections and business transactions Consequently in the 
beginning of the 19th century the Company tried to introduce 
a pure bimetallic currency system with its own gold and 
silver coins of definite weights and fineness to exchange 
against each other at a fixed legal ratio. But owing to 
fluctuotions in the market values of the two metals It was 
found Impossible to maintain the legal ratio. Thus on 
account of difficulties of pure bimeiallism. In 1B35 the East 
India Company adopted a monemetallic currency system 
with sliver rupee of 180 grains troy (16S grains pure silver 
and 15 groins olloy or ll/l2th fine) as the standard coin and 
unlimited legal tender throughout the Company's territories 
The mints were thrown open to the free coinage of silver 
rupees and the Indian Currency System become o silver 
monometallism insteod of bimetallism which prevailed so far 
Silier Standard— '?taai 1835 to 1893 the Indian Currency 
System was a monometallic system with silver as the standard 
of value and o circulation of sliver rupees ond notes based 
thereon With the opening of new and very productive silver 
mines in the United States of America and demonetization of 
silver by several countries of Europe such as Germany, 
Sweden. Norway, Denmark, etc., the supply of silver in world 
markets increased very much and Its value fell very heavily. 
On the other hand owing to the Introduction of gold as the 
only standard in several countries of Europe and United States, 
the demand of gold increased very much The result of these 
factors was that depreciated Sliver metal began to flow into 
silver standard countries on a huge scale and gold value of 
silver fell all the more heavily. 

1 Indian Cuttency by H D Macleod page 13 
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Year. 

Price of silver per oz. 

1875 

58d. 

1879 

52jd. 

1888 

43d. 

1892 

37jd. 

1899 

27d. 


With the depreciation of gold value of silver the gold 
exchange value of Indian silver rupee began to fall heavily. 
The result was that the value of silver rupee which in 1871 
was somewhere in the neighbourhood of 2 shillings of the ‘ 
English Gold Standard fell continuously till in 1892 it reached 
the neighbourhood of Is. 2 d. Such a fall in the value of the 
rupee was harmful to trade and Government of India finances. 
Every year the Government of India had to spend a substantial 
sum in sterling gold pounds known as Home Charges on 
account of payment of interest on public debt or repayment 
of capital, salaries of officials on leave, pensions of retired 
officials, payments for stores purchase for the Military and 
Railvray Departments, etc. Owing to the heavy fall in 
the gold value of the rupee, the number of rupees required 
to satisfy these payments rose very heavily. This alarmed 
the Government of India very much for it became necessary 
to increase public revenue by enhancing taxation very highly. 
To avoid this enhancement of taxes it was decided to take 
steps to raise and fix permanently the gold value of the rupee 
for purposes of exchange. The whole problem was considered 
by Herschell Committee appointed for the purpose, and on 
Ihe basis of its recommendation it was decided in 1893 to 
close the mints to the unrestricted coinage of silver rupees. 

Stopping free coinage of silver rupees led to a gradual 
divergance betvreen the exchange value of the rupee and 
the gold value of its silver contents. Government stopped to 
add rupees to the existing circulation/ though they remained 
unlimited legal tender and the standard of value for all 
internal transactions. As the Government ceased to add 
rupees and nobody else had the power to coin rupees, the 
exchange value of the rupee began to rise and by 1898 
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It became nearly one ehtJling and four pence. It should be 
noted here that the currency position from 1893 onwards 
was avowedly provlslonory and transitional and some definite 
action stfll had to be taben, for owing to the closing of the 
mints by 1838 the people of the country had olready begun 
to suffer on account of stringency of money. For these reasons 
a second currency committee was appointed In 1898 under 
the Chairmanship of Sir Henry Fowler to consider what further 
steps could be taken to reorganise the currency system of 
the country in order to establish ultimately a gold standard 
for India. The report of this committee marked the fourth 
stage In the history of Indian monetary standord. The Fovder 
Committee considered various proposals v^ilh regard to the 
problem of a sullab’e standard for Indio The first of these 
was that of the Government of India. By 1898 the Govern* 
ment of India had come to the conclusion that silver should 
definitely be demonetised and that steps should be token to 
establish In India o gold standard For this the Government 
proposed that s— 

(1) Money should be borrowed in Englond ond part of 
It should be remitted to Indio in the form of gold to serve as 
the nucleus of a gold reserve. 

(2) A certain number of rupees should be withdrawn from 
arculotion and melted In order to raise the gold value of the 
rupee to 1 s. 4 d. 

(3) The silver bullion obtained by melting down the rupees 
should be sold for gold which should be added to the reserve. 

(4) Government should not part vrith any gold In their 
possession until the exchange value of the rupee bad risen 
to 1 s. 4 d. Till then gold was not to be made legal tender 
In India, though this vras to bo the future goal of the cur 
rency policy. 

The Committee refected the abo-re proposals on the 
grounds, that firstly they did not agree with the Government 
that the rise In the exchange volue of the rupee was entirely 
due to the contraction of currency, and secondly that 
such an action vrould accentuate the stringency of money 
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were coined, there was every probability _of maintaining the 
value of the rupee at the ratio decided upon. 

(5) That Government should continue to give rupees in 
exchange for sovereigns or gold, though it should not be bound 
by law to give gold in exchange of rupees for internal pur- 
poses, for the undertaking of such an obligation would be 
inconvenient as it would impose on the Government a liability 
to procure gold in case of sudden demands at a heavy cost 
and to an extent v/hich could not be foretold, though when the 
exchange fell belov/ the lower specie point, the Government 
of India should as far as possible make its gold available for 
foreign remittances particularly when the balances of trade 
vmre against India. 

(6) That in order to secure the convertibility of the rupees 
into sovereigns or having sufficient gold for making it avail' 
able to the public for foreign remittances, the profits on any 
future silver coinage undertaken by the Government should 
not be treated as ordinary revenue of the Government, but 
credited to a gold fund to be kept in India os a special 
reserve, entirely apart from the Paper Currency Reserve and 
the ordinary Treasury balances. It should be noted here that 
the cost of coining rupees at that time was approximately 
eleven pence and hall-penny and according to ihe exchange 
rate fixed they were to be sold to the public at the rate of 
one shilling and four pence. Thus the profits on the coinage 
of rupees were considerable. 

(7) That when the Government had accumulated a suffi* 
ciont gold reserve, and that so long as gold was available 
in its treasury, it might discharge its obligations in India in 
gold instead of rupees. 

Thus wo see thS Fowler Committee held that a stable 
exchange could be secured and guaranteed only by adopting 
ultimately an effective gold standard. But as a temporary 
measure for the period of transition they accepted as their 
model a limping standard under which both gold and silver 
coins were to bo unlimited legal tender with a fixed legal 
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the Gold Standard Reserve Fund was set up out of the profits 
of rupee coinage, which the Government resumed on a con* 
siderable scale in 1 900 j but instead of holding the reserve in 
gold coins or bullion in India as had really been recommended 
by the Committee, it was decided by the Secretary of State 
that it be invested in London in British securities. It was thus 
not in a liquid form nor easily convertible into gold- A 
portion of the reserve was also utilised for purposes of pur- 
chasing rolling stock for Indian railways. These practices 
gave rise to conditions which were never contemplated by the 
Fowler Committee. For the Home Charges which at this time 
amounted to about seventeen millions sterling a year, the 
Secretary of State acting on behalf of the Government of 
India sold Council Bills against gold deposited with him in 
London. These bills when presented in India were cashed 
at the Government Treasuries. Thus a part of the favourable 
balance of trade of India was liquidated through these 
Council Bills, while the surplus remaining after that was 
liquidated by importing gold or bullion, which therefore 
began to accumulate in the country in large quantities. 

Gold Currency Exchange Standard — From 1904 the Secre- 
tary of State for India began to sell Council Bills on India 
without limit at the rate of 1 s. ’4j d. per rupee i. e., the gold 
export 'point from England. The effect of this policy of 
keeping open a standing offer was that export of gold from 
England and import into India was checked, for it was 
generally more convenient to deposit gold in London and 
obtain Council Bills than to export gold to India. This system 
worked well until 1907-08, when failure of rains in India and 
financial stringency all over the world made the external 
exchange value of the Indian rupee very low due to a fall in 
her export trade. At this time there was as such a great 
demand for Reverse Council Bills, but the Government of 
India refused to sell them, for holdings in the Gold Standard 
Reserve Fund in England were mostly in the form of British 
securities, v.-hich could not be realised easily and thus these 
Reverse Council Bills could not easily be paid out of that 

fund, v.'hich was really contemplated by the Fowler Committee 
13 
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as ons of Ihe obf&ois of U»s resorvo fund Thus the external 
exchange value of Ihe rupee began to fall and it came 
dovm to le 3§3d. Ultimafely the authorities in India had to 
give way and ft was decided to sell in India a certain guontlty 
of Sterling Reverse Council Bills on London at 1 s 3 d 
representing the gold export point or equivalent to ihe cost 
of exporting gold from India These bills were met In London 
from the funds in the Gold Standard Reserve Fund.^ These 
sales of Reverse Councils regularised and readjusted the 
position In the meantime the Indian export trade also 
recovered 

The main feature of the Indion Currency System of that 
time was the gold currency exchange standard fixed at 1 s. 
4d. per rupee and maintained (hr<High a policy of selling 
without limit Council Bills or Reverse Council Bills as time 
ond opportunity I demanded ot the import and export gold 
points to and from India, managed through the Gold Standard 
Reserve Fund kept with the Secretary of State on behalf of ihe 
Government of India' and created out of the profits of coinoge 
of rupees at o cost of about U}d and put in circulation at a 
ratio 0 ? about 1 8 4d. The Indian Exchange rate was main* 
talned between these artiliciol export and import gold points 
so created and maintained by the administrative policy of the 
Government of India though not defined any where In any law 
book This woB usually called the gold exchange standard 
system of India and continued up to 1913 

In 1913 was oppolnted the Chamberlain Commission to 
enquire whether the then existing practice in currency matters 
was conducive to the interests of India. The Commission in 
porai 223 of their report acknowledged that the Fovder Com- 
mittee had recommended gold exchange standard only as a 
temporary ipeasure and really aimed at a gold standard with 
gold currency in active (drculation as an essential condition 
of the maintenance of the gold standard in India, but furlhet 
they stated that the history of the past fifteen years had shown 
that a gold standard systerrr had been firmly established with- 
out an active circulation of gold currency Thus on the basis 
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of the history of that short period of 15 years in which really 
no incident of any very serious and extraordinary nature 
happenedi which could materially affect the currency or 
exchange situation of India ; the Commissioners believed that 
what had really been recommended by the Fowler Committee 
as merely a temporary measure, could work as a permanent 
currency system of the country. This shows that the weakness 
of the system of which the Fowler Committee were conscious 
was lost sight off by the Chamberlain Commission owing to 
the fact that except a little trouble in 1907, the system worked 
without any serious difficulty during that short period of 15 
years. Trully speaking during this period except the crisis of 
1907 nothing happened which could put the system to a 
really strict test to find out whether the system was suitable 
or not. 

On the basis of such a deceptive data this Commission 
went so far as to recommend that; (l) it was not to India's 
advantage to encourage an increased use of gold in internal 
circulation ; (2) the people of India neither desired nor needed 
any considerable amount of gold for circulation as currency ; 
and the currency most generally suitable for the internal 
needs of India consisted of rupees and notes ; (3) a mint for 
the coinage of gold was not needed for purposes of currency 
or exchange/ but if Indian sentiment genuinely demanded it 
and the Government of India were prepared to incur the ex- 
pense, there was no objection in principle to its establish- 
ment either from the Indian or from the Imperial standpoint ; 
provided that the coin minted was the sovereign or the half- 
sovereign : and it was pre-eminently a guestion in which 
Inoian sentiment was to prevail ; (4) the Government wgs to 
continue to aim at giving the people the form of currency which 
they demanded, whether rupees, notes or gold, but the use 
of notes was to be encouraged ; and (5) the internal currency 
was to be supported for exchange purposes by a thoroughly 
adeguate reserve of gold and sterling. 

Thus on one side the Chamberlain Commissioners recom- 
mended the continuance of the gold currency exchange 
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standard and on the other side they were conscious oi the 
fact that the form ol currency system eultoble lor a country 
was pre eminently a question of sentiment of the people of 
that country which really went a great way In building or 
annihilating the confidence of the people In the currency 
system of their country and which should be an Important 
feature of any sound currency system Before any action 
could be taken on the recommendations of this Commission 
the lost Great War broke out and the system followed In and 
after 1914 was the same old Gold Currency Exchange 
Standard 

The War af 1914 18 put the currency system of India as 
also those of the other countries of the world to a severe test 
Gradually as war years rolled on the price or gold value of 
silver began to rise to unprecedented heights end with the 
rise In the price of silver the gold exchonge value of the 
silver content of the rupee also begon to rise ond the 
Government experienced the difficulty o! continuing their offer 
of giving silver rupees in exchange of gold at the established 
rale of Ks 15 to a Sterling Pound The rise in the pilco of 
Sliver took to such heights that the gold value of silver con 
talned in the rupee became much higher than the official rale 
of Is 4d per rupee The Government tried to maintain the 
external value of the rupee at the some official rate of 
Is 4d but finding it impossible the Government let loose her 
reins and allowed it to follow the course of fluctuations of 
price of stiver Thus the external exchange value of the 
rupee rose very rapidly and in December 1919 it reached 
2s 4d sterling 

In May 1919 was appointed a committee under the chair 
manship of Babinglon Smith to examine the effect of the 
Great War on Indian exchange and currency system and 
practice and to recommend the policy lhal could be pursued 
to ensure a stable gold exchange standard in the light of the 
then and future variations £n the price of sliver It should be 
noted in this connection that In May 1919 when the Com 
mittee was appointed the p^ce of silver was so high thot the 
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c7.toTnal eichange value of rupee v/as 2c. 8d. and by the time 
the Committee gave Its report In February 1920 the exchange 
value of the rupee had risen to 23. 4d. Further it is very 
Important to note here that the terms of reference of this 
Committee restricted the scope of its enquiry and recommenda* 
tionn. The Committee had been asked to recommend steps that 
could be taken vrith a viev/ to maintain a satisfactory mone- 
tary circulation and ensure a stable gold exchange standard. 
Thus the Committee had been precluded from considering 
and recommending alternative standards of currency and 
exchange. Ov/ing to the disabilities under v/hich this com* 
rnitteo had to v/ork, coupled v/ith abnormality of the times, 
v/hen the price of silver v/as rapidly rising e'/ery day ; the 
CommlltoQ could not be expected to have made recommenda* 
tionn v/hich might have given India a suitable standard of 
currency and exchange. Under those most abnormal cir* 
cumotanceo the Committee endorsed the then existing gold 
currency exchange standard system, but at a ratio of 2s. gold 
instead of Is. 4d. as previously. These recommendations were 
accepted by the Secretary of Stato and the nev/ exchange 
value of the rupee v/as enforced. 

It is very pertinent to note here that December 1919 v/as a 
time v/hen the price of silver v/as very ihigh i. e., 78d. per 
ounce and as such gold v/as very cheap in terras of silver. 
It v/as a very suitable time v/hen India could adopt a gold 
currency or gold bullion standard by purchasing cheaper gold 
in the v/orld markets in exchange of her silver v/hose value 
then had no much risen. Had India cared to make use of 
such an oxcoptionally suitable opportunity. India v/ould have 
secured a gold currency or gold bullion standard at a very 
lov/ cost. But very unfortunately the terms of reference of 
Babington Smith Committee were such that it could not recom* 
mend anything else, but a continuance of gold currency 
exchange standard for external purposes and a silver rupee 
and paper currency for internal circulation. 

Soon after the publication of the Babington Smith 
Committee report. Ihero grov/ up in India a keen demand 
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lor remlttancea to Londort Stops were taken to maintain fce 
new external exchange value at 2s gold per rupee Eevetsa 
Councils were sold by the Government of India wlfhoui limit 
at rates 2s 3|fd to 2s 4|^d sterling Thus a good deal of 
gold which had accumulated In the past in the Gold Standard 
ReserveFundinLondonatratesofaboutls 45d perrupeewas 
given out at rales of approximately 2s gold per rupee Sove 
reign was made legal tender at Rs 10 The attempt to maintain 
the extemol exchange value at 2s gold was not successful 
Then the Government tried to maintain the external exchange 
value of the rupee at 2s sterling but that also failed and it 
went on continually falling In September 1921 ft came 
to the low level oils 3d sieilingorls gold Thus 28 gold 
exchange Standard recommended by the Babingfon Committee 
remained merely a nominal statutory rote By January 1923 
trade conditions changed and external exchange value of 
the rupee recovered to U 4d tietUng end by October 1924 
It came up to about Is 6d eerling oris 4d gold Further 
rise In the exchange rate vias arrested by free purchases 
of sterling by the Government Meanwhile sterling olso 
come bock to polity with gold t t Englond vrhlch hod 
gone off gold standard in 1920 came back to gold standard 
in July 1925 From July 1925 to June 1926 the external 
exchange value of the rupee itr proved from Is 6d sterling 
to !&• 6d gold. 

Gold Bullion Standard — ^In culumnl925 was appointed 
the Hilton Young Currency Commission to examine and 
report on the Indian currency ond exchange system and 
practice and to recommend whether any changes were 
desirable It should benoted here that the terms of reference 
of this Commission were much wider and extensive than 
those of the Babington Smith Committee This Commission 
examined the different alternative schemes of monetary 
standard and currency system of India — Gold Exchange 
Standardi Sterling or Gold Currency Exchange Standard and 
Gold Currency Gold Standard, but refected all of them 
Ultimately these Commissioners yeccmTi.ended Geld Bullion 
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Standard system for India. Their pertinent recommendations 

O 

are given below: — 

(1) For internal circulation silver rupee was to be the 
standard of currency, and rupees and notes were to remain in 
circulation. For internal purposes gold was not to cir- 
culate as money. Sovereigns and half-sovereigns were to be 
demonetised. Gold currency was not to circulate at first 
or ever. 

(2) For external purposes silver rupee was to be linked to 
gold at a parity of Is. 6d. per rupee and the currency 
authority in India was to be under statutory obligation to 
buy and sell gold bars without limit in guantities not less 
than 400 ounces (1065 Tolas), and with no limitation being 
imposed as to the purpose lor which gold was required, 
according to the following arrangements: — 

(a) To buy gold bars in India in exchange of notes and 
silver rupees without limit at the fixed rate of exchange i. e., 
Rs. 21-3-10 per Tola (180 grains) of fine gold. 

(i) To sell go'd bars without limit for delivery in London 
at Is. 6d. per rupee plus a charge covering the cost of 
shipment to London and loss of interest for the period that 
gold remained in transit from India to England. This pro- 
vision was made to check the fall of the external exchange 
value of the rupee below the lower gold point in case of an 
adverse balance of trade 

(c) To sell gold bars without- limit for delivery in Bombay 
for monetary purposes in case of a favourable balance of 
trade at Is. 6d., when the exchongo value was at or above 
the upper gold point This provision was made to allow 
a free flow of gold from England to India. 

(d) To sell gold bars without limit for delivery in Bombay 
when the exchange rate was lower than the uppier gold 
point at Is. 6d. per rupee plus twice the shipping and 
interest charges, This provision was made to prohibit people 
from demanding gold bars for non-monetary purposes, for the 
price proposed to bo charged was such that gold purchased 
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under that arrangement was to cost more than gold imported 
froaT England 

In view of the above provisions the Commissioners asserted 
that os gold bars were to be given In exchange for notes or 
silver rupees, not for export only but for any purpose this was 
not an exchange standard but an absolute gold standard. 
It must be noted here thol in their enthusiasm to emphasize 
the importance of their reoommendabon/ the Commissioners 
colled their scheme an absolute goldstandard, though precisely 
epealdng they really recommended a gold bullion standard 

Sterling or Gold Currency Exchange Standard — the 
Hilton Young Commission report was issued^ the Currency Act 
1927 was passed. The important provisions of this act were — 

(1) Valuing of silver rupee at 847SI2 grains of gold 
instead of 11 30016 grams of gold according to the Indian 
Poper Currency Act of 1923 Thus it fixed the exchange value 
o! the rupee ol Is. €d 

(2) Demonetisation of sovereigns and holhsoverelgns or 
the taking away of legal tender charocter of the sovereign 
and holf sovereign, which under the Indian Paper Currency 
Act 1933 were made legal tender at the rate of Rs 10 and 
Es. 5 respectively. 

(3) Statutory obligation to purchase gold and sell gold or 
sterling according to the following arrangements — 

(а) to purchase gold bullion bars tendered by the public 
containing not less than 40 tolas of fine gold at the rate of 
Rs. 21/3/10 per tola t e ,q\ the rate of Is 6d.<per rupee . 

(б) to sell to any person who made a demand of gold for 
delivery at Bombay or Sterling for Immediate delivery In 
London, whichever be convenient to the Currency Authonty 
at the rate of Rs. 21/3/10 per tola of fine gold, provided thot 
no person was entitled to demond an amount ol gold or 
sterlmg of less value than that of 1065 tolos of fine gold ; 

(c) for purpose of detenmoing the equivalent rate apph* 
coble to the sale ot sleiliag the Act stated that Rs. 21/3/10 
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v;ere to be deemed equivalent to such sum in sterling as was 
required to purchase a tola o£ fine gold in London at the rate 
at which the Bank of England was bound by law to give ster- 
ling in exchange for gold, after deduction therefrom of an 
amount representing the normal cost per tola of transferring 
gold bullion in bulk from Bombay to London, including 
interest on its value during transit. This rate was to be deter- 
mined by the Governor-General in Council from time to time 
and notified accordingly- 

Thus we see that the Currency Act of 1927 did not uphold 
Gold Bullion Standard System recommended by the Hilton 
Young Commission of 1926, but merely provided a sterling or 
gold currency exchange standard with this addition, of course, 
that under the above Act the currency authority in India for 
the first time came under legal obligation to buy gold and sell 
gold or sterling whichever be convenient to it, at the maxi- 
mum and minimum specie points, calculated at the basis of 
tho fixed parity of Is. 6d. Before this Act currency authority 
in India was statutorily bound to give rupees in exchange of 
sterling at the fixed parity plus cost of transport of gold from 
England to India, but there v/as no legal obligation on the 
part of the Indian Currency Authorities to give sterling in ex- 
change of rupees at the fixed parity minus the amount repre- 
senting the cost of transport of gold from India to England or 
the lower specie point. Under 1927 Act for the first time the 
currency authority in India came under statutory obligation 
to maintain the external value of the Indian Standard or 
rupee vrithin the gold points determined according to a fixed 
parity of Is. 6d. per rupee. 

After the Currency Act of 1927 during the first years 
r. ending vfith September 1929, there was a general improve- 
ment in economic conditions of the world and India. 
India's trade condition was also good and exchange in 
November 1929 was at the upper gold point. But after this 
dale there began a general fall in prices and depression in 
trade and industry. In India though the monsoons and 
harvests vrero good, but owing to collapse in v/orld prices and 
lA 
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depression In world trade India's export trade tell very 
heavily. The reaction o{ these factors on Indian exchange 
was Inevitable Exchange rate began to fall and the Govern- 
ment of India had considerable difficulties In remitting sler 
ling to London to pay off the home charges In order to 
tighten up money the Government Issued contlnously Treasury 
Bills of considerable amounts, and this enabled the Govern- 
ment to maintain the exchange value of the rupee without 
selling gold or sterling. But collapse In New York Stock Ex- 
change boom further lowered down the prices of commodities 
and Government s difficulty In purchasing sterling increased. 
It had to pay very high discounts on Treasury Bills and the 
Imperial Bank Rate had to be raised. In spite of these the 
exchange continued to remain weak and in March 1930 it 
was Is. 5}ad In order to meet home charges the Secretary 
of State had to float Sterling Bills and □ Sterling Leon. This 
exchange weakness continued upto October 1930. when 
Civil Disobedience Movement was In full swing. By the end 
of March 1931 exchange gamed strength and reached Is Sjd 

During 1931-32 ond 1932*33 there begun o serious outflow 
of copita! from India due chiefly to three causes 

^'(1) the seasonal weakness of the demand for money ; 

(2) the more Important tendency created by the political 
situation of the country to sell investments in India and lake 
the proceeds out of the country ; and 

(3) the tendency on the part of cautious investors to spread 
their risk by investing part of their capital abroad."^ To 
prevent this outflow of capital Government had to issue con- 
tinuously considerable omounts of Treasury Bills In order to 
withdraw funds from the morket and make the money tight. 

In May 1931 began a financial crisis. It took its origin 
in Austria. A large Austrian Bank namely CredltanstoH 
collapsed due to its heavy industrial investments As a result 
of this the first neighbouring country exposed to the danger 
of panic and withdrawals of capital was Germany. To 
I History of Indian Currency and Exchange by Prof. B E Dada 
«hani). page 301. 
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check panic, the Government ot Austria v/as helped by the 
Bank ot England and the Bank of Tnternational Settlements/ 
and on 20th Juno 1931 the President of the United States 
announced one year's moratorium for the Great War repara’ 
lion and debt payments. Huge credits vreve granted to the 
Reichsbank by the Bank for International Settlements and the 
Central Banking Institutions of U. S. A.« England and France. 
Panic was great and it found its v^ay even In England. 
England too experienced, for the first time in her history# a 
not balance of indebtedness against England amounting to 
£95 millions. England’s credit balances in the countries 
of Central Europe had become frozen by the inability of these 
countries to meet their foreign obligations. Moreover v/hen 
there v.'as a panic in the countries of Central Europe# large 
amounts of foreign depostis had found their viay in London, 
but v/hen panic appeared in London itself# it put London 
at the mercy of those depositors vfho, if their confidence was 
shaken in any way, could wilhdravz their deposits. That 
was what exactly happened. France, Netherlands, Belgium. 
Switzerland and other countries started vnthdravhng their 
floating balances from London. Thus frozen assets on one 
side and a sudden run of depositors on the other put London 
suddenly in the position of a bank \ 7 hich had a run on it 
and that also of extraordinary proportions. Between Wednes- 
day morning September 16th and Saturday mid-day September 
19th 1931, over £43 million of short term funds were vnth- 
drawn.’^ 

The Bank of England made tremendous efforts to create 
confidonco by shipping gold to the countries vnthdrawing 
the balances, but the withdrawals increased so rapidly that 
by September 20th, 1931, the gold holding of the Bank 
dropped to the low figure of £13 millions. On September 
2 lot# therefore' legislation was passed suspending the Bank of 
England’s obligation to give gold against its notes and England 
wont off gold standard. Great Britain’s action was followed by 

1. lil;!ory oj Indian Currency and Eichaaga by Prof. B. E, DadaohanjI, 
pager 2C-'. E. & E. 
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Similar actions practically in the whole of the British Empire 
with the exception of South Afnca and Canada. By Ordinance 
No. VI of 1931 dated September 21st, the Government 
of India relieved themselves from their liability under the 
Currency Act of 1927 lo sell gold or sterling, and the three 
days, 22nd to 24lh September 1931 were declared public 
holidays 

Paper Sterling Exchange Standard^On September 24, 
1931> the Government made another Ordinance No. VII. 
This cancelled the previous Ordinance No, VI and Iinlied 
the rupee again to sterling at Is. 6d. It also limited the 
sales of gold or sterling by the Government only to the 
Calcutta and Bombay branches of certain bonis recognised 
by the Governor-General In Council and only for normal trade 
requirements and reasonable personal or domestic needs. The 
conditions that followed the obove Ordinance however did 
not Justify the enforcement of the obove exchange restrictions 
and control, and as a conseguence this second Ordinance 
No VII was repealed by a third Ordinance made on 30th 
January 1932. Thus by executive action the rupee was 
delinked from gold sterling and linked to paper sterling at 
the rale of Is 6d., ond is In practice since then fluctuating 
between Is 5a|d and Is 6|od as regulated by the Govern* 
ment and by the Reserve Bank since April 1> 1935, It should 
be noted 'here that from September 1931 to July 1932, 
English currency remained on unmanaged paper standard. 
Consequently the Indian currency standard during that 
period was an unmanaged paper currency exchange standard. 
In July 1932 England, though off gold standard, brought her 
paper standard under a suitable management, and as such 
the Indian currency standard since then became a managed 
paper currency exchange standard 

Another point worth noting in this connection is the 
effect of Great Britain’s suspension of gold standard ond 
India's adoption of a managed paper currency exchange 
standard The result of England's going off gold standard 
was that sterling became depreciated in terms of gold to the 
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oxlent of about 30 per cent, immediately and 40 per cent, 
later on. As soon as other gold standard countries of the 
v;orld also suspended the gold standard* people became 
afraid of heavy depreciation of their holdings of paper cur- 
rency and began to convert them into gold. In all such coun- 
tries people began to hoard gold on a large scale. Conse- 
quently there was a great demand for gold in most of the 
countries and the price of gold began to Increase. Some 
countries like France & U. S. A. adopted the policy of insist- 
ing on receiving payments of their vrar debts or reparations 
in gold and buying up gold from various countries and hoard- 
ing it in their central banks. All these lact^rs accentuated 
the demand of gold all the more, and its price went on 
becoming higher and higher. The rapid rise in the price of 
gold in the world markets brought its influence on India as 
well. In this country also the price of gold began to rise to 
unprecedented heights. 

A high premium on gold prices encouraged the people 
of thin country, who had any quantity of hoarded yellov; metal, 
to toko advantage of that and sell off their holdings. This 
tendency of selling their gold holdings was accentuated all 
the more by the all round economic depression and heavy 
fall of agricultural prices. The fall of agricuUural prices 
was not accompanied by a proportionate reduction in the 
07:penBes of agricultural production, and the result v/as that 
most of the agriculturists under acute distress parted vrith 
most of their gold holdings in order to meet their expenses. 
Bullion dealers all over the. country collected huge quantities 
of gold from the interior towns and rural areas and exported 
that to foreign countries for that became a very profitable 
business. 
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gold Blandard in September 1931, amounted to Rs. 382 52 
croroB or about 55 per cent, of its stock. 

Present Monetary Standard— On April 1, 1935 the Reserve 
Bank of India came into existence and since then the business 
of maintaining the internal and external exchange value of 
the Indian rupee has been handed over to that Bank. Inter* 
nally the currency standard is the same old silver rupee, 
but for maintaining its external exchange value, the Bank 
has under Sections 40 and 41 of the Reserve Bank of India 
Act 1934 been compelled to sell sterling at the rate of Is. 
S'ei’d. per rupee and to buy sterling at the rate of Is. Sjnd. 
per rupee — the lower and upper limits between which the 
external exchange value of the rupee is allowed to fluctuate 
according to economic conditions of the country. Since the 
out-break of the present world v/ar three important changes 
have been made in the Indian standard and currency system. 
Firstly in the present issue of Quarternary rupees the silver 
content has been reduced to 50 per cent. Secondly there 
is an issue of one rupee notes by the Government of India 
which are unlimited legal tender and are to be treated as 
silver rupees. Thirdly the paper notes issued by the Reserve 
Bank are not freely convertible into silver rupees. Thus 
internally India has a managed paper standard and exter- 
nally its exchange value has been fixed in terms of managed 
paper sterling standard. Consequently the present Indian 
currency standard can be called a managed paper sterling 
exchange standard, and it is open to all possible manipula- 
tions and other defects vrhich such an artificial standard 
can have. 

Quoslions 

1. Dercribe briojly the monetary’ slan dard in India boforo the 
coming o| the British. V/hat v.'oro its main do(oolE ? 

2. Vi'hal is diver rlandard ? Trace the history o[ monetary standard 
in India |rom 1833 to 1853. 

3. What wore the main rccommchdalionE oj the Hcrrchell Cur- 
rency Commllier* and ho-..’ [ar had they been enforced by the Govern- 
ment of India ? 

4. Trace briefly the hlriory of Indian monetary’ standard from 1893 
to 18?'’. 
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5. Whal circumstances led to Ihe oppolntaenl cf Fcwlei Cunency 
Committee of 1898 ? 

6. Whal were the main recommendattons of the Fowler Currency 
Committee with reijard to monetery standard for India ? How Jar had 
they been accepted end enforced by ihe Government of India 7 
Describe. 

7 What is gold currency exchange standard 7 When and how 
did India adopt it ? Describe. 

8. Compare gold currency exchange standard and gold exchange 
standard. Which of the two did India adopt in 189S and how ? 

9. What Is gold buliion standard 7 What were the mam recom* 
mendaliona of the Hilton Young Currency Commirslon with regard to 
the Introduction of this system in Irdia? Explain. 

10. Whet monelary standard had been recommended for India by 
the Hilfon Young Currency 'Osmmlr«ion ? Wat monetary' standard 
had been adopted by the Governmsfit of India after the Commissions 
recommendations ? Explain the difference between the two 

11. Whet were the mam recoirmendalicns of the Chamberlain 
Currency Commission with regard to monetary standard for India 7 
Comment on those recommendations. 

12. Trace the causes of the biealdown oI the gold currency 
exchange standard in India during the Great War of 1914 18 end describe 
briefly the measures adopted bytheGovdmment oflndla to prevent a 
great rise of the exteraa) exchange value of the rupee. 

13. Describe briefly the origin, fundlons and present position of 
the Indian Gold Exchange Standard Yeseive. 

14. What ciroimslances led to the giving up of gold exchange 
Standard by India ta 1931 7 What standard was adopted by India after 
that data 7 Describe. 

15. Whal Is paper currency exchange standard 7 When and how 
did India adopt it 7 

16. What Is the present monetary standard of India 7 What are lU 
main defects ? Suggest some sotfaWe remedies. 

17. Irace the history of Indian monetary standard from 1919 
to 1931. 

18. Whal were the mam effects of India's adoption of paper ster- 
ling exchange standard In 1931 ? Describe fully. 

19. What U the position of the present Indisn rupee? What mone- 
tary standard does it represent ? Suggest a suitable name for that 
standard. 

20. Suggest a suitable monelary standard for India end give your 
complete ergumants In its favour 



CHAPTER VI 

CIIAU.VCTHIIISTICS OF A GOOD MONETARY 
STANDARD 

In the present day civilised life wants of men are many 
and varied and these multifarious wants are satisfied by a 
complex organisation based on division of labour and ex* 
change of commodities and services. There was a time when 
people exchanged, what they had in surplus for vrhat they 
wanted, directly or without the use of money or currency i. e., 
commodity for commodity, and this system of exchange was 
called barter. Even today in some remote and backward 
parts of this country as well as other parts of the world people 
exchange their surplus commodities directly or under the 
barter system, but in most of the other places people do not 
barter but buy and sell commodities. The simple reason for 
this is that in many cases the barter system is very incon- 
venient. 

The greatest inconvenience of barter system is the neces- 
sity of double coincidence of wants or the difficulty to find 
tv.’o persons whoso disposable possessions mutually suit each 
other's wants. Moreover some commodities are more valuable 
than others and at the same time they are also not divisible. 
Consequently in the exchange of a less valuable commodity 
for a more valuable one, the difficulty that sometimes arises 
i.s the impossibility of dividing the more valuable commodity 
so that only a portion of suitable value may be given in ex- 
change of the loss valuable commodity. To avoid these in- 
conveniences people carry on the business of exchanging 
their commodities through an interposed commodity called 
money or currency. Thus money or currency of a country 
means different units of a commodity with the help of which 
the people of that country mutually carry on the exchange 
operations of their surplus commodities. 

People of different countries of the world at different times 
fol-ected different commodities to help them in their exchange 
operations by acting os common media of exchange. Of all 
the commodities go solootod ultimately people experienced 
15 
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thai gold and silver served their purposes much better than 
any other commodity. Thus in course of time these metals 

became the money matenols of all the countries of the world 

and different pieces of these metals began to help in their ex- 
change operations. The values of these metals depended upon 
their weight and purity. Hence people still had the difficulty 
of weighing and testing the purity of the different pieces of 
these metals before they could accept them in exchange of 
their commodities. To avoid those difficulties it became neces- 
sary to make different pieces of these metals of standard 
weights and purity This led to a suitable system of coinage. 

Coinage could not safely be left into the hands of the 
general public. Consequently it became necessary to have 
a centralised system of coinage under the control of the 
government. In this way coinage or the making of different 
units of money or currency became a function of the govern- 
ment of every country, and for this purpose mints were estab- 
lished These mints made coma of gold end silver and Issued 
them to the general public in exchange of gold and silver. 
In course of time it became necessary to help the petty ex- 
change operarlons of the people by providing them coins of 
snialler values, and as they could not easily be made of such 
costly metals as ggld and silver, (hey were made of other 
cheaper metals such as nlckle brass, copper, bronze, etc. 
Thus gold or silver coins of big values formed the standard 
money or chief currency and coins of other metals formed the 
subsidiary or supplementary currency. 

In course of time both the people and currency outhorltes 
found that for circulation inside the country hundred per cent 
use of gold or silver coins wos expensive, inconvenient and 
risky. Consequently there arose the necessity of having notes 
or paper currency, and m different countries along with the 
metallic currencies there developed also paper currency 
systems /n some couniWes paper cafrency/r issa&dbr 
Government while in most of the others it is done by the 
Central Banks. ThuaatpAsent In all the advanced countries 
of the world money or currency consists of paper currency 
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and motallic currency, and these two forms of money help 
the exchange operations of the people of those countries. 
Therefore money or currency of a country consists of its various 
motallic coins and paper notes issued by the Government or 
Contra! Bank or Banks of that country which circulate in their 
relationship to the standard money as established by law or 
practice in that country for the time being. 

In every country there is a chief money unit called the 
standard money and plenty of other money units including 
paper notes of various denominations called the subsidiary 
or supplementary money. It should be noted here that in 
every country all other money units including paper notes 
gravitate round the standard money of the country for they 
bear fixed exchange relations v/ith it. Thus all other money 
units are nothing but mere representatives of their country s 
standard, and the efficiency or otherwise of the money or 
currency system of a country depends almost entirely on 
the position of its standard. If the standard money of a 
country is good« then to a very large extent the entire currency 
system ts good. On the other hand if the monetary standard 
of a country is not good or efficient, then the entire money 
system of that country is bad and inefficient. The monetary 
standard of a country in order to be good should possess the 
following important characteristics : — 

Cuiifiilcnrc — The economic life of the people of a country 
and v.’ith it their material and social welfare are intimately 
connected with her money or currency system. The different 
economic activities of a country such as trade, manufacture, 
agriculture, etc., can not work v.’oll unless the money or 
currency system of the country is able to perform its four 
important functions i.c.i to act as a standard of value, medium 
of exchange, store of value and standard for deferred pay- 
menl.s, v.-ith economy and efficiency. In order that the money 
or currency of a country be able to perform these functions 
v,-'^ll it is neoersary in the first place that her people should 
have confidence in the value of money or currency standard 
of th'’ir country— •h'^ confidence that any form of money or 
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currency that they accept In exchange of the commodities 
fhat they sell shall enable them to obtain other commodities 
that they desire to have whenever and v-herever they hie 
to have them in that country This means that the people 
of the country should have confidence that their money 
has ond shall ever have the general power of purchasing 
other commodities or an exchange value Further it is also 
necessary that their money shall always have a stable 
exchange value 

If the people of a country have no confidence that their 
money shall ever hove an exchange value and that too at a 
stable rate they shol] hesitate in accepting such a money 
or currency In exchonge of their surplus commodities 
Thus that money or currency shall not act as a good medium 
of exchange ond trade and industry would be hampered 
Consequently we «ee that confidence is an essential feature 
of the currency system of a country For this confidence it Is 
necessary that the intrinsic vofues of the different money 
units of a country should be equol to their face values or 
values ol which they ore put Jnfo circuJofJon by the currency 
outhorlfleg This is nbsoluHy necessary in the case of otleast 
that unit of money of a country v/hich Is mads legal tender 
to an unlimited extent Gencrotly out of all metallic money 
units of a country it is the standard money which is made legal 
tender to an unlimiied extent Hence in order to have a 
good currency system itJs neces ory for a country that It 
should have a standard money whose face value is always 
equal to Its intrinsic or bullion value If it is so people hove 
confidence In their standord money and the currency system 
of the country is able to perform alt its functions suilofaly and 
well 

The Indian currency system is defective in this respect. 

In India rupee is the standard money of the country but Its 
Intrinsic value is much less than Its face or fiduciary value 
and for purposes of raoUng foreign payments its value is 
fixed at Is 6d in terms of sterling which is off gold standord 
Thus the fact that internally the fiduciary or official exchange 
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value oi the Indian cfandard is much higher than its intrinE-Ic 
value and eztemally its e::chance value is Is, 6d. ol managed 
paper sferling is not intelligible to most of the people of the 
countr*/. For these reasons the present Indian monetary 
standard and currency system do not comrrxond that con* 
fidence of the people of the country v/hich is essential for 
their smooth and efficient vrorking; and the sooner it is replaced 
by a better standard say gold bullion standard, it v/ill be to 
the best economic interests of the country. 

Efrunr ,! — or cjrrency Is required by people to 
make purchases of other commodities. Generally purchases 
are made inside a countr/< but sornetiraes they are made 
from other countries of the v/orld as vrell. Thus the currency 
system of a country should be such v/hich may enable her 
people to make their internal and external purchases and 
sales cheaply and conveniently. This means that the standard 
money of the country should be such vrhose value remains 
more or less stable both inside the countr*/ as vrell as exter* 
nally in terms of currencies of other countries of tlie vrorld. 
For this reason it is necessary that as far as possible the 
standard mone-ys of the different countries of the vrorld should 
be made of or be con*/ertible into the same rnetah so that 
if there be any change in the value of that metal if may affect 
all the countries equally vrhether it be tovrards a rise or a 
fall. If It is so people are able to make reasonable estimates 
of the prices at vrhich the-y should make their purchases and 
sales and trade is not hampered. 

On the other hand if a merchant does not kno'/r or is not 
able to gauge even the approximate cost vrhich he vrill be 
required to pay for some goods v/hic’n he vrants to purchase 
from a foreign country and as such is not able to compare 
his proposed purchase price */rith the price at vrhich he vrould 
be able 1o sell the same In his ovm country, he shall ktesitate 
in making such foreign purchases. Similarly if ovring to the 
instability of the external value of the standard mono*/ of his 
country a merchant is not able to estimate correctly vrhat */aluo 
he vrill get for his exports to o foreign country in terms of 
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currency of his ovm country and thus h® Is not able to com- 
pare accurately the real price at which he sells to a foreigner 
with that at which he can sell internally/ he will hesitate In 
selling gtwds abrood. From these focts It Is evident that trade 
and commerce of such a country would be hampered 

For the abore leosons It {« necessary that the currency 
standard of a country should be such that her people may 
be able to measure approximately. Jf not exactly, how much 
of their home currency they would be required to give or 
would receive In case they purchase or sell some commodities 
In terms of currency of another country. This Is generally 
possible vrhen the standard moneys of the two countries are 
made of or are convertible into the same metal and their 
official weights and fineness of metal are not frequently 
chonged. If It Is so they ore able to maintain both thejr 
Intersol ond external values at a firmer basis than otherwise 
ia possible. Thus anolher important feature of a goad cur 
reney standard and along with it the entire currency system Is 
that the mon^larY standard of a ccraniry should be oble to 
maintain its Internal end external values at stoble rates. 
To achieve this end and especially the biter it is necessary 
that a country should hove its standard money of the same 
metal of whtch the stondard moneys oi other countries with 
which her people trode. are made or ore convertible 

Consequently another imporbnt characteristic of a good 
currency standard and tystemoto country is the stability 
of the internal and extemel yplues of her standard money and 
through that the stability of prices of general commodities with- 
in the country and thereby promoting the smooth viorlclng of 
consumption, producfioti and exchange , and a stable external 
value t. e , stability of foreign exchanges with other countries 
and thereby maintaining and developing foreign trade Thus 

briefly put the currency standord of a country should be efficient 

enough to perform its functions well, and to achieve this end 
in modern times when almost all the important countries of the 
world have adopted a gold bullion sbndard. that country should 
also as far as possible have its tlcndard money of the same 
metal and only then ft will work as an efficient standard and 
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maintain an efficient currency system. The present Indian 
standard is defective in this sense* During the past 40 years 
of the present century there have been very steep and fre- 
quent changes in the exchange value of the Indian standard 
both internally and externally and they have harmed Indian 
trade* commerce and industry from time to time. For this 
reason it would be better if the present Indian monetary 
standard be replaced by a gold bullion standard at the 
earliest possible opportunity so that it may work efficiently 
and serve the economic interests of the country best. 

Economy — The third important characteristic of a good 
currency standard and system is its cheapness. The standard 
should be cheap in its introduction as well as in its maintenance 
after it has been introduced. That is, the standard and 
system should be economical both in the beginning and 
ultimately. Economy demands that the currency standard 
of a country should be. according to the stage of economic 
development of that country. If a country is poor* its national 
dividend is small* per capita income of the people is small 
and the average value of transactions is small ; the country 
should have a cheaper standard. Silver standard is more 
economical than gold. It can work well both internally and 
externally if most of the foreign trade of a country that has 
it* is with such other countries of the world which also have 
silver standards. If however the country is poor and most 
of her foreign trade is with gold standard countries, economy 
will demand that it should have a silver standard for internal 
purposes and a gold standard for her external payments which 
may be a gold exchange or gold currency exchange standard. 
But it must be noted here that gold exchange or gold currency 
exchange standards are artificial standards, and as such 
though as compared to gold currency or gold bullion standards 
they are cheap* yet they suffer from many other defects such 
as lack of confidence* lack of simplicity* inefficiency, etc. 

If most of the foreign trade of a country is with gold 
standard countries and the country is sufficiently advanced 
in her economic activities, national dividend is high* average 
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a free coinage system/ people have neither any great attraction 
for melting coins nor any person cares much to make 
counterfeit coins of standard weight and fineness. There 
is no doubt that even in a country of free coinage people 
have an attraction of making counterfeit coins v/hich as 
compared to the standard coins of the country are either 
smaller in v/eight or inferior in fineness of metal, but it must 
be noted that detection of such counterfeit coins is much 
simpler than of coins that are counterfeit, but contain 
standard weight and fineness of metal. It is really very 
difficult to detect counterfeit coins of the latter type. Conse* 
guently the government of a country which has a free coinage 
system has not to undertake the tremendous trouble and expense 
of checking the melting of standard coins or the making of 
unauthorised ones. Thus countries v/here coinage is free 
and face values of the coins are equal to their intrinsic 
values, chances of melting or making counterfeit coins are 
the least. 

Generally people have great attraction in making or 
melting standard coins rather than the subsidiary coins, for 
the fact that that coin is usually the coin of the greatest 
value and is legal tender to an unlimited extent. Conse- 
quently a currency standard and system in order to be good 
and simple in management should have a free coinage of its 
standard, but this is not possible unless the face value of 
the standard money be fixed at an amount equal to its 
intrinsic value. Monometallism vdth gold or silver standard 
in its strict, pure or direct sense is the most simple currency 
standard for a country and requires the least expense of 
management. On the other hand a gold exchange or gold 
currency exchange standard, bullion exchange standard# 
sterling exchange standard or any other artificial standard 
is not simple enough in management. These standards or 
currency systems require a complex and expensive machinery 
for the maintenance of their external and internal values 
such as exchange standard reserve funds, and maintenance 
of a big band of government officials to prevent and detect 
cases of unauthorised making or molting of coins. 

16 
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Further it should be noted that the currency standard 
of a country should be to simple that it may be under- 
stood by its people very easily and clearly. The people should 
know exactly what their money isand what are its internal and 
external values The people should be able to know exactly 
how much of other things their money txin purchase in their own 
country and in the other countnes of the world This is possible 
only when their money is such that its intrinsic value is. 
equal to its face value, t. when they know that their money 
in exchange is worth what 11 contains intrinsically or what 
it can be sold for as metal in the market. This means that 
the currency system should be bosed on free coinage principle. 
On the other hand if there Is no free coinage and the value of 
the standard money as legal tender is higher than its intrinsic 
or metallic value bs is the case with the gold exchonge 
standard, the bullion exchange standard or the sterling 
exchange standard , the people are not able to understand 
the exact internal and external values of their currency 
standard These forms of standard money are not Intelligible 
to millions of educated people ond can not be so. unless 
through a constant prepogondo people ore acquainted with 
the exact nature of these standards Thus a country where 
people are mostly illiterate these forms of standard money 
can not be easily and clearly understood by them. Conse- 
quently they would have no confidence in their currency 
and will always hesitate in accepting or storing it 

In India at present there is no free coinage There is 
neithera gold standard nor a silver standard For internal 
purposes India has a measure of values and a medium of 
exchange made of silver, whose intrinsic yalue Is much less 
than Its face value, while for her external requirements 
India has a sterling exchange standard, t. e . people are 
enbtled to obtain In exchange of their rupee gold or s‘erllng 
whichever be convenient for ffie Reserve Bbni trfAidttr ia 
give at the time of the demand being made at the rate of 
Is. 5^|d. per rupee. These forms of external and internal 
values of the rupee and the relation between them is not 
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intelligible to an average Indian. Consequently he has little 
confidence in the currency system and monetary standard 
of his country. This is a highly artificial system of currency 
and the value of the standard money depends more on the 
Government policy and its administrative convenience rather 
than pure economic causes. For these reasons the people 
of this country look upon the present standard and system 
with feelings of distrust and consider it as a very complex 
and artificial one rather than a simple and intelligible 
currency standard. Consequently the present currency 
standard of India is not able to perform its functions so well 
as it is the case in gold currency or gold bullion standard 
countries. It is therefore evident that the currency standard 
of a country in order to be good must be very simple so that 
the people may be able to understand it properly and may 
have no distrust or lack of confidence. In modern times when 
currency standards of most of the countries of the world are 
on a gold basis a gold currency standard, no doubt, will be 
the most simple system ; but in order to have economy as well 
it is necessary that a country should adopt a gold bullion 
standard which is sufficiently economical and is far simpler 
than any other form of indirect gold standard such as gold 
exchange standard, gold currency exchange standardi sterling 

or dollar exchange standard, etc. 
c 

Qucslions 

]. What are the important characteristics of a good currency 
standard ? Describe them briefly. 

2. What are the Important defects of the' present Indian currency 
standard ? Explain them briefly. 

3. Does the present Indian currency standard command sufficient 
confidenco of the people of Indio? If not, vrhy not? Suggest some 
suitable remedy. 



CHAPTER VII 
PAPER MONEY 


Money or currency Is required primarily to act as a medium 
of exchange of other commodities and services of a country. 
When money or currency comes info existence people 
exchange their commodities and services mostly through the 
medium of that money or currency. Thus In every country at 
oil times there Is a great demand of money or currency to help 
the community to carry on their day to day exchange Iran* 
sachons. Conseguenlly there Is always a use o! a large 
volume of money or currency In every country Constant 
use or handling of metattio mone> couses o depreciation of 
precious melals from wear ond iear end from destruction or 
loss of the coins Moreover m mohing large payments or 
payments to distant places the use of metallic money is not 
convenient, safe or cheop These reasons lead to the intro* 
ductlon of paper representatives of roe'ollie currency com,* 
jBonly known a» currency noles or only notes Paper money 
or notes were Invented long ago but they hove come into 
prominer ce only during the present century. The earliest Issue 
of notes or paper currency is ottrlbuted to the Chinese In the 
ninth century/ though there is some reason to^believe that It 
was in circulation even in ancient Assyria and Babylon. In 
India In modern limes issue of pape* currency or notes by 
Government was tried by Warren Hastings tis eorly as 1780 
but later on In the eighties of the I0th century they were issued 
by banks like the General Bank of India, Bengal Bank, etc. 

MerJls and Defects of Paper Money 
Aferits 0 / Paper Jfonejt—Poper money or notes replace In 
every country a large part of metallic money. If money or 
ow.sixAiolanlY matnllic CQinx-, a. vnry 
big quantity of precious melals in that countryTsmains frozen 
or locked up in the form of coins "This quantity of precious 
metals or wealth of the country does not contribole to any 
production of wealth directly We have seen before that 
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money or currency is not required for its own sake but to help 
the community to carry on her exchange transactions. This 
work of money can be performed very well whether money is 
made of precious metals or of paper. Thus if a country has 
got enough metallic money for" all its wants, and then a portion 
of its metallic money be replaced by introduction of paper 
currency or notes, the country would be benefitted in this way 
that the precious metals so released shall be available for 
investment in domestic arts and industries or to be used for 
purchasing commodities from abroad. Therefore the use of notes 
or paper currency in a country increases the quantity of directly 
usable wealth of that country and benefits all her people. 

The use of precious metals like gold and silver in making 
metallic currency in different countries of the world neces- 
sitates the production of a huge quantity of these metals 
every year. There is no doubt that a big quantity of these 
precious metals is required every year also for purposes of 
arts and industry, but their use as money materials is much 
more important. Consequently a large quantity of labour and 
capital of the world remains constantly busy in the production 
of these metals. If all countries of the world give up the use 
of metallic money or replace major portion of it by paper 
currency, the demand of these metals shall become less and 
the labour and capital, which are now used for mining these 
precious metals for monetary purposes, shall be released and 
become available for other productive objects. Adam Smith W- 
explains this advantage of the use of paper money in the 
following way. fTCold and silver money which circulates in 
any country may be properly compared to a highway, which 
carries to the market all the grass and corn of the country, 
but produces itself not a single pile of either. The judicious 
operations of banking in substituting paper money in place 
of a great part of gold and silver is a sort of waggon-way 
through the air; which enables the country to convert a great 
part of its highway into good pastures and corn-fields and 
thereby to increase, very considerably, the annual produce of 
its land and labour^" 
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Wheit^piscloua tnetols ore us&d os money or means ol 
exchange, there is a great loss through their wear and tear. 
There would” be a great saving In this respect if paper notes 
are used as a means of making exchanges In place of metallic 
coins Moreover paper money Is more convenient, cheap 
and safe in making large and distant payments. Payment 
by notes needs less counting end testing of money than by 
coins In case not^s are lost In transit while their numbers 
are held by their owners that causes no loss to them for with 
the help of those numbers they can recover the amount from the 
currency department. Further the issue of paper currency In 
a country Is of great advantage to its government for In times 
of emergency It can borrow from the paper currency reserve 
at a much lower cost than the rate of interest it is reguired to 
pay on raising funds by ordinary loans. Another great odvan* 
tage of the use of paper currency to a country is thot through 
its expansion ond contraction in circulation the country can 
alwoys adjust its total volume or quantity of money oecordlng 
to the requirements of (rode and industry which differ at 
diiferent times This characlerlstio ot money of a country 
Is known os its elasticity and through the use of poper cur* 
rency it Is possible to have It m an Ideal manner, while with 
the use of jnelalUc money alone it Is difficult to have a proper 
elasticity of the country's currency. 

Defects of Paper Jlfoney — ^Paper money or notes of a 
country derive their value from the law of the country The 
value of notes depends upon the confidence that their holders 
will get back in exchange metallic money or other commodities 
at the same rate at which they originally parted them. 
This is dependent upon the will of the government or the 
solvency of the issuing authority. If the law of the country 
demonetises its paper money or repudiates It. the holders of 
notes have tn. their possession nothing but worthless pieces 
of paper, for when notes have lost their legal recognition 
they have lost all. Instances of such a demonetisation 
or repudiation of paper money or rotes ore not vianttag 
In the history of paper currency of different countries of the 
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v/orld. Most prominent recent examples of such a demonetisa- 
tion or repudiation of paper currency are the German Mark 
Notes and Russian Rouble Notes during and after the Great 
War of 1914-18. For these reasons the value of paper money 
is very precarious and its circulation is limited to a very 
narrov/ area generally a territory under the same government. 
Paper money has no intrinsic value and circulates in a 
country owing to its legal backing. Thus paper money is 
only national money, while metallic money is an international 
money for it alv/ays possesses an intrinsic value. 

Another defect of paper currency is that if its total issue 
is not properly regulated its value highly fluctuates. 
Value of paper money or notes depends upon its total issue 
or quantity which sometimes is affected by the caprice or 
the policy of a government and not regulated according to 
the economic requirements of the country. So it is often 
issued in excessive quantities and the result is a heavy fall 
in its value with its attendant evils namely the loss of its pur- 
chasing power or a sharp rise of prices. This defect of on 
excessive issue of paper currency is very evident at present 
in India, where the general price level has increassed by 
about three hundred and fifty per cent, and is co using a 
great distress to the different classes of people. This excessive 
addition in the quantity of money of a country is not possible 
through metallic money owing to its heavy cost, and therefore, 
the value of metallic money does not fluctuate so much as 
that of paper money. Paper money is best money under 
ideal conditions of regulation of issue, but it is the worst kind 
of money if it is enormously over-issued and becomes heavily 
depreciated. 

Kinds of Paper Money 

It has been stated before that paper currency or notes 
are representatives of a certain quantity of metallic money 
or precious metals. Generally a note stands for a certain 
number of units of standard money or standard coins of a 
country, and for this there is a backing of law because usually 
all kinds of paper money are' made full legal tender. Notes 
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deiire thsir valus not from tbw paper on winch the? ere 
printsdy bat from tte low which gives them the privilege 
to repre^t a certain quonUl? of netalUc cone? whether 
Eupported at their back by a reseire of an eqairalent cmo'rnt 
of metallic none? deposited In the Btrong-room of the leralng 
inebtution or not. Sjme issue of paper carrenc? ca? be 
backed by a hu n dred per cent, reserve of metallic currency 
or precious metal, while another may not he supported by any 
metalLc reserve at aU, or the reserve nay portly coaeist of 
metallic money cad portly of paper secunbes. Thus from 
the po‘nt of view of this backing of metallic reserve Issue 
of paper currency may be divided Into three kinds- The first 
is known as represcnlattre paper money, the second os fiat 
papfT money and the third as fiduciary paper money. 
A fourth system of issue of paper currency Is hio'/m as fixed 
maximum note-issue system. In this system Ih^re Is aa 
relationship between the omount of notes In circulattoa and 
the omou-nt or percentage of metallic reserve behind that 
Itsae to support It 

I. Beprcsentatice Pap^r Money-— This represents a 
hundred per cent omountof oetallicmoney or bullion deported 
in ihe safes of the issuing institution. These notes or certi’ 
ficatss are mere receipts showing that an eguiralent amount 
of precious metal is kept in the paper currency issuing Instihi* 
tion fiud can be taken back from there on demand whenever 
the holders of the notes may choose to do that. Thus these 
notes are hundred per cent coavertib’e Into metallic money 
or precious metal wh-chsver they represent The American 
Gold and Silver Cerlificatss npported by gold cad silver 
deposits fn the Treasury of the United States ond Gold 
Eallion Certlficatss tecemaeaded by the Hilton Toung 
Currency Commission for India in 1925 are good examples of 
tins kind of paper-money. 

Represenlahve paper money is ripported by a hundred 
per cent mstolhc reserve. Coaseguently it commandi 
absolute confidence of the people and acts cs a good form of 
money. A great advantage of this money is that to the extent 
it replaces metallic money, it saves it from depreciation owing 
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to wear and tear in use, but this system is not very economical 
from national point of view for the displaced metallic currency 
is kept in the paper currency reserve and not invested in 
any productive channel. 

Fiat Paper Money — It consists of notes of various 
denominations representing various amounts of standard 
money of a country. In form they are like promissory notes, 
but their holders have no right to demand their equivalent 
amount of metallic currency. They are not at all supported 
by any amount of metallic reserve. Consequently they 
represent nothing and confer 'a claim to nothing, but represent 
in circulation a certain quantity of metallic money, because 
of the backing of currency law of the country which makes 
them legal tender. They derive their value not from any 
backing of metallic money, but from the fiat of government 
or of a bank authorised and backed by government of a coun- 
try. Generally they are pushed into circulation when the 
government is hard-pressed for money. The most important 
examples of such money are the Greenbacks issued by the 
American Government during the Civil War, the French 
Assignats issued by the Revolutionary Government of France 
in 1789, and the Bank of England notes issued during the 
Napoleonic Wars. The Re. i notes issued by the Government 
of India during the present world war belong to this 
category. 

If fiat money is issued in a country vrith careful control 
and limitation, it performs services of a good money suffi- 
ciently, and at the same time enables the government of the 
country to obtain plenty of funds without any or at the most 
a little cost. From national point of view this form of cur- 
rency is very economical, but as generally there is not a suit- 
able regulation over its issue and the result is its over-iSsue, 
it frequently circulates at a considerable discount and is 
unpopular. In times of emergency like war or any other 
national calamity this system of issuing paper currency is 
often resorted to by the governments of various countries to 
obtain gratuitous funds; but it is a very bad device of doing 
17 
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that, for It creates a feehng of distrust among the people 
towards their money and government. 

3. J^tductary Paper J/OBcy“This form of paper money 
consists of promissory notes wherein the issuing institution 
undertakes to pay to the beorer on demand the amount of 
metoUio money represented by the denomination of the note. 
To bo able to pay the value of notes or convert them in 
metallic currency, the issuing institution maintains a reserve 
of precious metal or metallic money. If the notes pul In cir 
culation command sufficient confidence of the public, the 
issumg institution knows that ordinarily oil the notes put into 
circulation would never be presented to it for conversion. As 
such the issuing Insbhition, whether government or central 
bank oi a counlrY4 does not maintam the entire reserve in the 
form of precious metal or metallic money. A portion of the 
total value of notes Issued is kept m the form of precious metol 
or metallic money, and the other is invested in interest bearing 
securities. In some countries this invested portion Is legally 
fixed at a certain percentage of totol issue The invested 
portion of the paper currency reserve is technically called the 
fiduaary portion of the reserve and the other is colled the cash 
or metallic portion oi the reserve. In some countries the maxi* 
mum of tlds invested or fiduciary portion of the reserve is fixed 
at a certain amount and whatever is the total value of notes 
issued the fiduciary portion remains fixed and does not 
fluctuate with the Increasing amounts of paper currency in 
circulation. This Is technically called the Fiicd Fiduciarv 
S’jstem of note issue. On the other hand if in any country the 
maximum amount of the fiduciary porbon of the paper currency 
reserve is not fixed at a certain figure, but is fixed at a certain 
percentage of the total issue * €„ its amount increases with 
every increase in the omount of notes in circulation and 
decreases with every xhiVin tfleaoourr^ui'ndfe? ni ciTcmkrilUiT, 
then that system is technically said to be the Proportional 
Reserve System of note issue. 

3A. Fixed Fiduciary System — In this system as the maxi* 
mum amount of the fiduciary portion of the paper currency 
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reserve is fixed at a certain figure, more importance is given to 
the convertibility or redemption of notes into metallic money. 
Consequently the principle on which this paper currency 
system is said to be based is called the Currency Principle of 
Note-issue, This system was adopted by England under the 
Bank Charter Act 1844 and still prevails in Great Britain. 
Norway and Japan. By this Act the Bank of England is 
authorised to issue its notes against authorised securities of 
an amount fixedlby statute. In 1844 this amount was £ 14 
millions and by September 1931 this had been raised to 
£ 275 millions. Any additional notes over and above this 
fixed fiduciary limit are secured by a gold b*bcking of 100 
per cent. In India this system worked from 1861 to 1920.\. 
with increases in the fixed fiduciary portion of the reserve 
from time to time as occasions demanded. 

This system rests on the thoroughly sound doctrine that 
there is a minimum of currency which must always remain in 
circulation in the country unless the mechanism of exchange is 
to break down completely, and that so long as the fiduciary 
issue is well within that minimum, there is no danger of notes 
circulating at any discount or the purchasing power of paper 
currency being adversely affected. Under this system expan- 
sion and contraction of notes in circulation beyond the fixed 
fiduciary limit takes place at a rate exactly corresponding to 
the increase or decrease of the metallic reserve. 

This system is very cautious and safe but incapable of 
expanding and contracting paper currency in circulation 
according to the changing economic requirements of a 
country from time to time. The system can work well only 
in countries where use of cheques is sufficiently developed 
and demands of additional currency or medium of exchange 
at different times are met by a larger use. of cheques, or in 
countries where demands of currency from time to time do 
not vary much. The system can not at all work efficiently in 
agricultural countries like India where demands of currency 
vary enoimously frcm secson to secscn, and for this reason 
in 1920 it was replaced by the ccmpoialively better projLOi- 
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lional reserve system ; tJ'Ougli m Englond. Norway end Japan 
the fixed fiduciary system Is continuing even today. 

SB Proporfionaf Be’terve Stjstm —This system of issuing 
paper currency is in operation in many countries on the con* 
tment of Europe, m the United Stales under the Federal Re- 
serve System in South Africa and in India. Under it the 
notes in aclive circulation ore secured by o minimum percen- 
tage of gold or gold securities, which is laid dovm by statute, 
and which IS 40 per cent in the case cf U S. A, India and 
South Africa, and Is less in certain other countries These 
minima ere not ngidly fired and may be transgressed with 
the consent of the Government for short periods, on the condi- 
tion that the issuing bank pays a fax reckoned on the amount 
of the deficiency This tor is mode to rise steeply as the 
deficiency increases A steeply rising tax forces the Issuing 
bank to take prompt measures to redress the situation by an 
appropriate credit policy and moke up the deficiency in the 
metallic reserve. 

The chief charactensbc of ibis system is that und®r it ex- 
ponsion and controction of paper currency do not (as in the 
case of the fixed fiduciary issue) take place at the same rate 
cs the gold reserves increase or decrease but that it permits 
expansion and forces contraction In the proportion of 100.40. 
An oddition of 40 units to the gold or metallic portion of paper 
currency reserve permits the issuing bank to issue notes of the 
amount of lOO units Conversely a loss of metallic reserve of 
40 units forces a contraction of notes to the extent of lOO units 
The system thus permits a far wider range of expansion and 
contraction of paper currency or possesses the quality of 
elasticity to a far greater extent than the fixed fiduciary 
system Consequently this system of Issuing paper currency 
in a country is said to be based on the BavJ inn Principle of 
tssvc 

Countries where ihe ^ef medium of exchange is legal 
tender money and not the cheque currency and where the 
demand of currency at diffe*ent periods of time is widely 
different such as India, the system of paper currency mast 
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suitable and v/hich v.ould permit the highest extent of re* 
quired expansion and contraction of paper currency or elas- 
ticity vathout any great danger of over-issue is the propor- 
tional reserve system than the fixed fiduciary or any other 
system of issue. Theoretically India adopted the proportional 
reserve system of issuing paper currency under the Paper 
Currency Act XLV of 1920, but practically only since the 
establishment of the Reser-ze Bank of India on April 1/ 1935 
the system has come into full play. 

4 Fired Maximum Note-issue System — One more system 
of note issue, not commonly found now, is the fixed maximum 
note issue system. It prevailed in France as late as 1928. 
According to this system the lav/ fixes a maximum limit beyond 
which notes cannot be issued no matter i/hatever may be the 
condition of paper currency leserve or the requirement of 
currency in the country. In this system there is no relationship 
betv-een the paper currency m circulation and the paper 
currency reserve. Generally in this system the limit upto 
\/hich notes can be issued is fixed keeping in view country’s 
maximum reauirement of paper currency in normal hmes. 
Consequently in periods of emergency this limit is bound to 
be revised and this needs fresh legislation from time to time. 

There is no doubt that if the maximum limit is constantly 
regulated by law according to the varying economic needs 
of the country and the total issue at no time is excessive or 
short, the system is the best and works very v/ell. But 
generally \.’hat happens is that at a time when the govern- 
ment of a country, which has this system is hard-pressed 
for funds, the fixed mamimura limit is raised and notes are 
put into circulation much above the reasonable limit vathout 
backing of metallic reserve. The result is that there is over- 
issue, loss of confidence and fall of the purchasing power of 
money or a great rise of general prices lath all their 
attendant evils. 


Question 

1. VfTiat do -jcu underc*srd from note: or piper money and v-hat 
are t'o" cdvanliges of ito ure in a counlr-/ ’ Dercriba baefly. 
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y 2 'Paper currency Increase* Ihe wealth o| a country*. Comment 
on the statement 

3 What are the main characteristics of paper money 7 In what 
respect is it better than metallic mcoey 7 Deserihe briefly* 

4 What are the mala defec^e of paper money 7 Explain them 
briefly 

5 Paper money Is both the belt and the worst money* Comment 
on the truth of thia statement 

6 What ere the different kinds of paper money from the point of 
view of convertibility or backing of metallic reserve 7 Describe them 
briefly 

7 Compare the Representative end Flat systems of issue of paper 
money and explain their advantages and disadvantages 

8. What Is Proporliona! Reserve fystvm of issue of paper currency? 
How does it differ from the Fixed Fiduciary System 7 Explain the 
difierenee clearly 

9 What is Banking Prtndple of note i<sue 7 Explain the syiiaa 
clearly with reference to Indian paper CLtrency 

10 Distinguish between the Curreccy and .Banking prinelplat of 
note blue Illustrate your answer by means of examples of history o' 
paper currency In India. 


CHAPTER Vm 

STATE VERSUS BANK ISSUE 

From the time paper money has begun to be used os a 
medium of exchange in the different countries of the world, 
there have been two agencies of its issue In some countnes 
paper money was Issued directly by the government, while In 
others It was Issued by a bank or bonks In Indio before 18S1 
paper money or notes were Issued by banks but from that 
date upto March 31. 1935 they were Irsued by the Govern 
ment of India. From April 1, 1935 poper money in India 
has ogoln begun to be issued by a bonk called the Reserve 
Bonk of fndio In the past iar some time there was a great 
controversy with regard to the right agency of issue of paper 
cuitency, but when the Internattonol Financial Conference 
met in Brussels In 1920 one of the resolutlcns passed by it 
was that *' In countries where there is no C entral Bonk of 



state Versus bank issue 

IdSU& one Ehould be establiehedi” and in the years that came 
after the advice of Brussels Conference v;as widely followed. 

Government issue of paper currency makes claims to 
certain advantages. Firstly it is asserted that as government 
enjoys greater credit, its notes commind more confidence 
than bank notes. There is no doubt that in normal times 
government notes are more populart but in periods of hnancia] 
embarrassment due to vrar or any other national calamity, 
government credit goes to a low ebb and her notes do not 
command enough confidence. On the other hand if sound 
management of paper currency department of issuing bank 
or banks is assured by suitable legislation and effective 
government control and redemption of notes is guaranteed by 
the government, the bank notes are likely to be popular at 
all times. 

Another advantage claimed by government issue of notes 
is that as government has a big organisation at its command 
and a direct pov;er of legislation, it is able to study and 
gauge the currency requirements of the community from time 
to time more accurately and expand or contract more quickly 
the volume of currency according to trade activity or 
other economic requirements of the country. This argument is 
extremely fallacious. It is a vrell known fact that government 
machinery is very slov/ and stereotyped and in a period of 
emergent requirement of expansion or contraction of currency, 
tho time taken by the government to affect the desired change 
may bo loo long and the emergency may be over before the 
necessary action is taken. Moreover the direct povrer of 
legislation and currency management involves the danger 
that at a certain time true economic interests of the community 
may bo sacrificed by political considerations and financial 
needs of tho government lof that time, and the result may be 
that paper currency may bo over'Issued and mismanaged. A 
party in power in the government of a country at a certain time 
may Influence tho coming legislation or its enforcement for its 
Eolfish ends, which may bo prejudicial tc the interests of the 
community as a whole. On the contrary a bank issuing paper 
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currency has less chances ol being influenced by any party 
politics, or its policy of working being deflected by budgetary 
deficits, wars or other national calamities The amount of 
notes issued by it and the sire and form or constituents which 
compose its paper currency reserve ora regulated by specific 
laws and any departure from these is forced to be set right 
by the public opinion and government control. 

Further the argument that with its huge organisation and 
a band of competent officials, the government of a country is 
able to Judge the currency requirements of a country more 
occurately also falls flat when considered seriously amj 
logically. The government of o country is primarily concerned 
with its administration and has rare opportunities of coming 
into closer touch with ih© trading community of the country 
and finding out its needs It is o foot that even the best 
informed government can not know quickly and occurately 
when ond where more money is needed or when ond where* 
from redandont currency Is to be withdrawn. It is out of 
direct touch with the trade and Industry, and consequently 
it is possible that ot times the valume of currency in circula* 
lion may be much less than its demond and there may be 
a stringency of money In the country, or that the supply of 
money may be much in excess of its demand and there may 
bo an over’issue or inflation Both of these state of affairs 
are harmful to a country. 

Bank issue of paper currency Is free from all the above 
defects. There is no doubt that the bank of Issue has no 
power of direct legislation or possesses as big on organisation 
for studying the currency requirements of the country, yet 
it is certain that owing to Its closer touch with trade, industry 
and finance ol the country , the bank has far wider and 
better opportunities o! Judging more quickly and accurately 
the requirement's of currency m circui^iftcrr AArrwiynsr- // AV 
powers already given to the bank of Issue under currency 
legislation are sufficiently vnde and elastic as is the cose 
with proportional reserve system, the bank is able to affect the 
desired change or expansion and contraction of paper 
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currency more quickly than the state. It is an open secret 
that in a case of emergency private enterprise is more prompt 
in taking the desired or necessary action than the govern- 
ment of a country. Moreover the bank of issue by acting 
as a banters' bank or central bank of the country has far 
more opportunities of estimating quickly and accurately the 
currency requirements of the country than the state. 

VThen paper money is issued and used in a country, then 
out of the paper currency reserve some portion of metallic 
money is invested. This invested or fiduciary portion of the 
reserve brings a huge profit to the issuing institution. It 
should be noted that this profit is really the result of the entire 
community’s consent to use paper notes in place of metallic 
currency. Consequently it is argued that the benefit of this 
profit should go to the entire community rather than a fev/ 
hundred chare-holders of the bank v/hich issues paper 
currency. Very often this is given as an argument in 
favour of state issue of paper currency for the profit so 
earned by the paper currency department of the go-zernment 
can be added to its general revenues and to that extent 
either the taxation of the community can be reduced or 
expenditure for the vrelfare of the society can be enhanced. 
There is no doubt-that there appears to be some force in this 
argument, but by a proper control of the bank of issue by 
government t'ne above objective can be secured. I’.e., the 
profit earned by the use of paper currency can be obtained 
for the benefit of the entire community rather than only the 
Dhare-holderc of the icsuing bank. For this generally the 
rate at vrhich diviaend can be distributed to the share-holders 
of the issuing uank is fixed by lavz and the remaining portion 
of the profit of the bank is taken av/ay by the state. 
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to the Government of India's funds out of its surplus profits 
has been Rs 1 33 crorea\ In view of the preceding arguments 
It Is obvious that bonk Issue of paper currency is far superior 
a system than the government or state issue, and at present 
in almost all the countries of the world paper currency or 
notes are issued by a bank which Is also a bankers' bank 
and a banker to the government of the country. 

Single versus Multiple Issue 

In the previous pages we have studied whether paper cur 
rency in a country should be Issued by its government or some 
bank or banks and have come to the conclusion that bank 
issue of paper currency is superior to state or government issue 
Now the question* arises whether this privilege of issuing paper 
currency should be granted to only one bank or to all or 
several bonks of a country I! notes are issued by only one 
bank in any country/ the system of paper currency Is known 
as the Single Note Issue System On the other hond If notes 
are issued by all or seveiol banks of o country, the system is 
known as the iluUtple Note Issue System. 

For a long time in many countries of the world notes were 
issued by several banks In England before 1708 notes were 
issued by several banks In that year an Act was passed 
forbidding all other JoJul stock banks except the Bank of 
England to issue notes but the private bankers still issued 
notes By 1780 even the private bankers gave up the note 
issue business and since that date U became the exclusive 
monopoly of the Bank of England In India also before 1861 
notes were issued by several banks including the three 
Presidency Banks namely the Bank of Bengal, the Bank of 
Bombay and the Bank of Madras From 1661 it became the 
monopoly of the Government of India but from April 1, 1935 
unier'oediron'i'iiAViiv’Avswmjljaifs. Jvifi Vi’rKAVyw.-ym*; 

the sole monopoly of the Reserve Bank of India. 

Single issue system of paper currency by one bank 
1. During the present wsr owing to huge profits Reserve Banks 
dividends to its share holders sod fts cootnbutlons to the Government 
of India have Increo'ed 



SINGLE VERSUS MULTIPLE ISSUE 


155 


preferably the Central Bank of a country is regarded as better 
than by oil or several bants of the country. Issue of paper 
cunency is supported by a backing of metallic reserve. In 
case in a country paper currency is issued by all or several 
bants, the metallic reserve becomes divided and scattered. 
On the other hand if notes or paper currency is issued by 
only one bant preferably the Central Bant, the metallic 
reserves of the country remain concentrated or centralised. 
This is more economical and in times of grave national 
emergency the centralised reserve can be mobilised more 
easily to meet the situation. 

Issue of paper currency and investment of a part or 
fiduciary portion of the paper currency reserve brings a 
profit to the issuing institution. Thus larger is the issue of 
paper currency and bigger is the investment of its reserves, 
greater is the profit of the issuing institution. In multiple 
issue system or the issue of paper currency by several 
banks there is the danger of over-issue, for all of them may 
try to issue more of their paper currency so that they may be 
able to invest more and earn bigger profits. Moreover com* 
petition among banks to increase their profit from this 
source may also result in reducing their metallic reserves 
to such a minimum which may endanger the convertibility 
of their notes. Further if notes are issued by several banks 
and their policies of issue and backing of metallic reserves 
differ, it is possible that notes of some bank or banks may be 
preferred in circulation as compared to those of others. 
Consequently there may be several sets of paper money or 
notes in circulation whose fiduciary values may be the same 
though their real values may differ. 

If paper currency or notes ore issued in a country by 
only the Central Bank of the country, not only the metallic 
reserves of paper currency remain concentrated and cen* 
Iralised. but there is also fess danger of over-issue or beyond 
the legitimate trade requirements of the country, and there 
are greater chances of isrue of paper currency being 
managed more with a view o: insuring national economic 
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welfare rather than eamlna big profits and distributing heoTj 
dividends to banks' shars'holders. Moreover when paper 
currency is Issued by only one bank, it Is easier 'for the 
government of the country to control It, rather than when It 
is Issyed by many banks. Consequently under single Issue 
system there is □ chance of a better regulation of Issue of 
poper currency than under multiple issue system. In view of 
the aforesaid arguments It Is clear that single issue system 
by the Centra] Bank of a country Is a better system than the 
multiple issue system^ and as such at present In most of the 
countries of the world e g , England. Franca, Germany, India, 
etc the system followed is (he single Issue system. Even 
countries like U. S. A., Icpan. etc. follow a substitute of the 
single issu^ system 

Elasltclly and Tttobnily 

.fflashcifj/— Money is required to act as o medium of 
exchange of other commodities and services of a country. 
When money or currency comes into existence people ex* 
change their commodities mostly through the medium of that 
money or currency. Thus money or currency is demanded 
by the people mostly to help (hem toezchonge their surplus 
commodities, and in almost all the countries of the world 
this demand of currency is different at different times. If In 
any year a country has produced mote of other commodities 
than in any other year* the people require more of currency 
to help them in exchanging their Increased production. Even 
in the same year In every country and specially in ogrlcultural 
countries the total quantities of commodities that ore available 
for purposes of exchange ere diHerent in difierenl seasons of 
the year e g > in India in the months of March, April and May 
when the crops are harvested lhe» are huge quantities of 
agricultural commodities available for sale, while in the 
months of June, July, August and September the quantities of 
coromodibes available for sale ore much smaller. Thus In 
India in the months of Mardi, April and May there is a great 
demand ot money or currency; while m the months of luna, 
July. August and September this demand is greatly reduced. 
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For these reasons in order to vrork v;ell the currency should 
be one v^hich is capable of expansion when there is a greater 
demand for it. and it should contract v/hen the demand of 
currency has fallen. In case it is possible for the currency 
system of a country to expand and contract its volume in 
circulation according to fluctuations in its demand due to 
brisk or dull trade, it works well and efficiently. This attribute 
of expansion and contraction of the currency system of a 
country according to its requirements at each time is said to 
be its Elasticity. 

If the volume of currency of a country expands and 
contracts according to rise and fall of its demand i.e., if the 
currency system is elastic, the bank rate and the value of 
money or the general level of prices remain more or less 
the same at different seasons of the year. Consequently 
the traders, producers, consumers and other persons do 
not suffer either on account of stringency of currency 
in the market or for the existence of on idle surplus of it. 
The different economic activities work smoothly and do not 
suffer for want of elasticity. On the other hand if the 
currency system of a country is inelastic, there are great 
fluctuations in the value of money or currency of the country 
at different times, and people suffer either for vrant of 
currency or for the existence of redundant currency. If the 
currency system is inelastic and as such the general price 
level fluctuates very v/idely, in times of stringency of currency 
and high bank rates producers are compelled to dispose 
off their produce at unreasonably low prices, vrhile in times 
of idle money consumers are compelled to purchase the same 
at unreasonably high prices. Consequently both the 
producers and consumers suffer and the advantage is derived 
by only one class of men i.e., the financiers or the capitalists, 
who gain at the cost of both the producers as v/ell as the 
consumers. This means that inelasticity of currency system 
of a country helps the rich to become richer and compels 
the poor to become poorer. Trade and production are 
discouraged and the country can not develop commercially 
and industrially. In no country trade and industry can 
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flourish well and poiinanonUy, If the value of 010007 or 
general price level fluctuates at great heights within short 
Intervals of time 

For elasticity It is necessary that the currency system of 
a country should consist of not only metallic money, but that 
it should also have a well organised paper currency. If the 
currency of a country consists of only metallic money its 
guantity Is more or less r'gldly fixed, and it Is really difficult 
to expand or contracllts volume according to the rise or fall 
of demand of currency. On the other hand if a country has 
a reasonable guantlly of good metallic currency and an 
efficient machinery for Issuing paper currency. It Is possible to 
Increase the volume of lotel currency In circulation by Issuing 
more paper currency at a time when its demand is great, 
and contract the volume of money in clrculotion by with* 
drawing surplus paper etrrency, when demand of currency 
has actually fallen 

In order that the currency system of a country be 
elastic not only it Is necessary thot the system should 
consist of partly raelollic troney and partly paper currency, 
but also thot those who hove the authority of issuing 
paper currency should be in close touch with the com* 
merclal ond industrial class of men of the country, so 
that they may be able to gauge their currency or credit 
demands correctly and quicVy and be able to Issue paper 
currency against their genuine productive demands repre* 
senfed by their trade bills and promissory notes. Generally 
these class of men are In cla«-er touch with the banks of a 
country rather than its govemrcent Hence for the currency 
system of a country to be elastic U Is necessary that the Issue 
of paper currency be done by its Central Bank and with 
that all other banks of the country should be closely connected. 

Jn India uplo March 1935 paper currency was Issued by 
the Government of India and as It could not come in close 
touch with the credit requirements of the commercial class of 
persons or take up the business of mor ey lending by discount- 
ing bills or other commercial papers generally offered by 



ELASTIClTi; ANDiMOBILHi! 


143 


these men, the paper currency and vrith it the entire currency 
system vras extremely inelastic. Even the piovision of 
emergency loan of Rs. 12 crores from the Government Currency 
Department to the Imperial Bank of India could not make the 
system sufficiently elastic. With the establishment of the 
Reserve Bank of India from April 1/ 1935 and the transfer of 
authority of issuing paper currency from the Government to 
this BanL the Indian currency system has become more 
elastic to the great advantage of the commercial and in* 
dustrial development of the country. Further, for the paper 
currency system of a country to be sufficiently elastic not only 
it is necessary that paper currency be issued by its Central 
Bank, v/hich is in touch vath the money market and credit 
requirements of the country ; but that the principle of issuing 
paper currency should also have a suitable provision for 
elasticity i.e.i the system should be the Proportional Reserve 
System of issuing fiduciary paper," currency vrith a reasonable 
percentage of minimum metallic reserve. 

The metallic currency system of a country should also be 
elastic. The system should be such that the authorities vrhich 
issue metallic currency (generally the government of the 
country*) should have no difficulty in increasing its volume by 
making more coins and issuing them, v^hen really more of 
them are demanded. This is possible only vrhen the standard 
money of the country is put in circulation by the government 
at a value either higher than or at least equal to its intrinsic 
value. But if the currency system adopted is such that there 
are possibilities of the intrinsic value of the standard money 
ever becoming larger than its face value, it vrould be difficult 
for the government or the currency authority to issue or put 
in circulation more coins ai a ]o*A*er value by making them at 
a higher cost. This stale of affairs is possible when the 
standard money is made of silver or some other metal and its 
exchange value is fixed in terms of gold at a certain rate, 
i.o., gold, bullion or gold currency exchange standard. 

In the above metallic currency systems it is possible that 
at any lime the market price of silver may become so 
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high that the market volue of the silver contents of the 
standard money may become higher than Its legal lender 
value in circulation. At such a time there will be a strong 
temptation to the people of the country either to hoard the 
silver coins or to melt them and use them as bullion rather 
than as currency, while the currency authority shall have 
great difficulty in making the silver standard money at a 
higher gold cost and putting it in circulation at a lower gold 
value. Consequently there are possibilities of having a great 
stringency of metallic currency in the country and with it of 
the entire currency. 

In 1920 the market price of silver became so high that the 
Intrinsic value of the Indian rupee became higher than ils 
face value and there was a great stringency of metallic cur* 
rency In the country This was possible because India then 
had a gold currency exchange standard. During the present 
war os well due to o great rise oi the price of silver there 
la a great stringency of metallic currency in India, but the 
shortage of metallic money at present has been mors than 
compensated by an over*issue of paper currency In order to 
avoid even the remotest possibilities of the risk of the above 
type, the silver contents of the standard money should be of 
vary tow geld value , but In that there is the danger of the 
public having little confidence in such a standard money. 

—For the money or currency of a country to work 
as an efficient medium of exchange of the commodities and 
services of the country/ not only it is necessary that its quantity 
or volume should be adjustable to suit the fluctuating require- 
ments of ils trade and industry from time to lime , but olso 
that ft should be capable of being transferred very quickly 
and cheaply from one part of the country to another, or from 
places were it is at that time surplus to those where it is 
urgently needed This capacity of money or currency of a 
country is known as its iTobilttjf. The different countries of the 
world particularly countries big in area have ditferent centres 
of trade and production scattered ot distances (or from each 
other, and activities of trade cr Industry differ at different 
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centres in different seasons of the year. For example in 
India in the months of June, July and August and again 
in the months of October, November and December lot of 
money or currency is needed in the rural areas by the 
cultivators to buy seed and manure and pay other expenses of 
cultivation like ploughing, levelling, hoeing, transplantation, 
weeding, irrigation, drainage etc., while in the months of 
September and October and again in March, April and May 
plenty of money is needed in the various inland trade 
centres and the port tov/ns to buy the harvested agricultural 
produce. Not only this, even in the growing and harvesting 
of agricultural crops there is a difference of some time from 
place to place in the country. Then in the months of huge 
import of foreign goods at the port towns, there is a great 
demand of currency at those centres. Even the working of 
some industries like sugar etc., which are localised only in 
certain parts of the country is seasona land consequently 
their demand of credit or currency differs from time to time. 
Thus it is obvious that demand of money or currency in- 
different parts of a country fluctuates from time to time. 

In viev? of the preceding facts it is evident that money or 
currency of a country, in order to work well and efficiently, 
should be capable of being shifted or transferred from one 
centre to another very quickly and cheaply or that it 
should be very mobile. For money or currency .of a 
country to bo mobile it is necessary that an adequate portion 
of it should consist of paper money, for as compared to 
metallic money, notes or paper currency is much more mobile. 
Secondly the system and agency of issue of paper money 
should bo such that money or notes may be capable of being 
transferred from one place to another quickly and cheaply, 
For this it is necessary that as many notes of various deno- 
minations as possible should be universalised and that either 
the Central Bank of the country issuing paper currency should 
have its own branches at various important centres for the 
issue and return of paper money or that it should bo in close 
touch with the various banks and other credit agencies of the 

country and should be acting as their bank or bankers' bank 
19 
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excessive or scarce existence of inone7 in circulation due 
to over or under-issue of paper currency or notes. The term 
Reflation also is intimately connected with inflation and de- 
flation and precisely speaking applies to a policy of expan- 
sion or increasing the volume of paper currency in order to 
correct the mistake of deflation, if per chance it had been 
carried too far and thereby it discouraged trade and industry 
due to an extremely low level of general prices. Thus the 
terms inflation, deflation and reflation refer to the volume of 
paper currency in circulation in any country at any time as 
compared to its demand and respectively denote a state of its 
over issue/ under-issue and a remedial process of change from 
an under-issue to a reasonable quantity. 

Inflation, deflation and reflation are brought about by the 
Bank of Issue of a country through manipulation of its credit 
or discount policy as represented by its discount or Bank Rate. 
If the bank issuing paper currency in a country is a bankers 
bank (which is generally the case) all other banks of the 
country are intimately connected with it i.e.. vrhenever they 
have any surplus money they deposit it in the Central Bank, 
and whenever they require more funds they rediscount at the 
Control Bank the traders' bills and promissory notes discounted 
and hold by them. When the Central Bank fixes its redis- 
count or bank-rate at a figure lower than what it ought to bo 
other banks also fix their discount and loan rates at lower 
figures, and traders and manufacturers are encouraged to 
borrow cheap money from other banks by discounting their 
bills and promissory notes and other banks are encouraged 
to borrow more from the Central Bank by rediscounting those 
bills and promissory notes. The result is that a very large 
volume of currency comes into circulation and there is infla- 
tion or over-issue in the country. 

On the other hand if the Central Bank of a country 
at any time fixes its rediscount or bank-rate at a figure 
higher than what it ought to be, all other banks also raise 
their discount, loan and deposit rates. The result is that all 
v.-ho had borrowed before do not Iry to renevr their loans, 
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those who Intended to borrow give up thetr Idea of borrowing 
at high rates of Interest, and those who have any surplus 
funds deposit them m banVs ond banis on their turn deposit 
there surfilus funds In the Central Bank. The result is that 
on excessive volume of currency goes back to the Central 
Bank and there la deflation or under'Issue of paper currency 
In circulation in the country. Reflation in a country is 
brought about by its Central Bank by lowering down its 
rediscount or bank*rate when in the past it was mistakenly 
maintained at an unduly high figure Lowering the bank* 
rate compels other banks to lower down their discount loan 
and deposit rates and borrowings and withdrawal of traders' 
funds from banks ond of other banks from the Centro! Bank 
are encouraged and the result Is that as compared to the past 
more and more currency comes Into circulation and the old 
deficiency or demotion Is removed 

One point which must be noted here is that the quantity 
or volume of currency In circulation at ony Hoe In ony country 
is very closely connected with the generol price level of its 
goods and services offered for exchonge or vMth money's 
purchosing power Other things remaining the same larger 
Is the volume of currency In circulation in any country at any 
time, lower is the purchasing power of its money or higher are 
the prices of general commodities and services and smaller 
is the quantity of money tn circulation in any country at any 
lime, the higher is the purchasing power of Its money or lower 
are the pnces of general commodities end services in It Con' 
sequently in a period of inflation the general price level U 
high, in a period of deflation the general price level is low 
and in a period of reflation there is a recovery of general price 
level from a lower to a higher level. 

Inflation — It Is a state of presence of an excessive amount 
of currency in circulation in any country at any time, and 
la either the result of notural causes like a sudden Increase 
In the output of precious metals from mines qr their heavy 
importation, or the result of an artificial Increase In currency 
due to overissue of paper money. Out of these the first set 



INFLATION, DEFLATION AND REFLATION TA9 

of causes occurs rarely. Between 1896 and 1911 prices rose 
high owing to discovery of gold mines in South Africa.^ 

More often inflation is brought about by an over-issue 
of paper currency in times of grave national emergency 
like war. At such a time the Government of a country has 
to find huge amounts of money to meet the abnormal war 
expenses, but various sources of taxation and public loans 
inspite of attempts fail to give the required amount of money. 
Therefore the Government tries to secure more and more money 
from its Paper Currency Department or the Bank of Issue of 
the country against its promises to pay in future. The result 
is that huge amounts of paper money or notes borrowed by the 
Government come into circulation into the country against 
its purchases of war materials and services. During the War 
years of 1914 — '18 and even for a few years after that, there 
was a huge inflation of paper currency in many countries of 
Europe and in India. Even in the present war paper currency 
is inllated in many belligerent countries, but in India it hos 
developed into a galloping inflation. The following table 
shows the increase in notes circulation and rise of prices 
in India since the commencement of the present war. 

^Introduction to Money, Exchange and Banking by R. N. Mathur, 
page 66. 



so MONEi OSEDIT MD EOREIGN EXCHANGE 

Table .bomn, lallaU™ ot Co„«.cT end ^ ““>• 

(In Croresot Rupees). 



eledunflllebsHe- lB,W»eIl»« 


KlcstTOt P.I.TAe”" 



i^ii=LAtldN, deflation and feE'FLAtlON 

Inflation of currency is usually accompanied by a rise of 
prices of general commodities. Larger is the inflation of cur* 
rency in a country, the greater is the rise of prices of its gene- 
ral comraoditiesi and once the evil process has started it con- 
tinues as a vicious circle unless other factors intervene. From 
the preceding table it is clear that from September 1939 the 
amount of notes in circulation in India has been increasing 
more and more and it has been accompanied by the Indian 
general price level soaring higher and higher. Every fall in 
the value or purchasing power of money or a general rise of 
prices gives some advantage to the traders and manufacturers, 
who are able to sell their stocks and produce at higher prices 
and make larger profits, but it causes a grave economic loss to 
the large numbers of people who are continuously reduced to 
want and poverty. 

*'Ali those persons who have fixed incomes, salaries, wages, 
etc., find that though their incomes may be the same in 
money, their real value has suddenly gone down. This class 
of people cannot increase their incomes easily. True organis- 
ed wage-earners demand more pay and succeed in the long 
run in getting it. But this stimulates consumption rather than 
saving, and leads to still higher prices, thus aggravating the 
evil. Besides, those persons such as unorganised workers 
who do not succeed in getting a rise in their money incomes 
proportionate to the rise in prices must -suffer. They must 
economise or live on past savings, if any. Apart from this, in 
modern times numerous transactions and contracts which are 
in terms of money lose their value because of inflation. The 
nominal value in money of such transactions, which the courts 
vnll enforce remains the, same, but their value goes down 
suddenly. It is the experience of such disasters affecting the 
very basis oi modern economic life which the peoples of Europe 
had in the last War that has made inflation so dreaded, and 
it is therefore that every government now plans to avoid it. 
The large amount of money wealth in the hands of some 
people which is caused by inflation creates a false sense of 
prosperity in the minds of certain sections of the people. They 
realise in due course that the teal value of their money is 
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fast going down, and that after all they are not as rich as 
they Imagine. It Inflation is allowed to take place, steps 
have to be taken later by deflationary methods to restore 
equilibrium This process as was found by England after 
1918. is equally disastrous and painful as It leads to depres* 
Sion and unemployment on a lorgs scale. In an agricultural 
country which cannot respond to such changes quickly the 
process will be still more ruinous If however the inflation 
goes beyond control there may be no room for any recovery 
In the ordinary sense as in Germany after the last War.”^ 
Many people who ore not able to meet their expenses out 
of their present Incomes resort to spending their old savings 
or incur new debts and in* both the coses they lose heavily 
for no fault of theirs In the former case they are compelled 
to spend their old savings mode ot a greater sacrifice, when 
the volue of money was more and ganerol price level lower, 
in securing Q smaller quantity of goods ond welfore because 
the price level is very high. In the latter case the money of 
debts Incurred during the period of inflation and high general 
prices is spent in obtaining smaller quantities of goods and 
welfare and is ultimately paid back by denying a larger 
quantity of goods and welfare, when prices fall in course o! 
time Many people lose because the capital values of Ihelr 
secunUea bearing fired incomes fall down Moreover In a 
period of inflation duo to false notion of prosperity and high 
prices many industries crop up, which ultimately meet a 
cruel death and liquidate when inflation disappears gr.d the 
normal level of prices is restored This rnoy make many 
capitalists a pauper and swell iite ranks of idle and un* 
employed to even danger^MS limits. All these arguments make 
it quite clear iVial an inflation of currency in any country at 
any time not Justified by her economic reasons does more 
harm than good to the country, and as far os possible 11 
should be avoided. 

i)e/Iaf«on-“lH3 a stale of scarcity of currency In circula* 
tion in any country at any time. It may be the result of a 
IThe Felling Rupee by C K. Vekll, pages 15 and 16 
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heavy export of precious meioi froni the country due to heavy 

import of goods from abroad compelling contraction or paper 

currency in circulation or the result of on artiiicial aevice to 

decrease the volume of currency in circulation by raising 

ihe bank*rate very high and making credit very dear. Defla' 

tion in a country may also be caused by increasing the 

volume of production of exchangeable commodines and 

services or by floatatioa of attractive loans by the Govern* 

ment or Central Bank of the country/ vrhose purchase or 

subscription by the general public causes a contraction of 

currency in circulation. During the years 1929*32 there vras 

a heavy deflation of currency in different countries of ihe 

v 7 orld including India both due to contraction of credit and 

currency and over-production of goods. Deflation may also be 

done vrith the object or either correcting some preceding infla* 

tion, if any; or purposely undertaken to raise the internal and 

external value or purchasing power of money of the country. 

> 

As inflation is accompanied by a general rise of prices/ 
deflation on the other hand is usually folloived by a sudden 
fall of prices, and larger is the deflation of currency in circu* 
lation in any country at any time, greater is the fall of prices 
of general commodities in that country. Deflation also dis* 
turbs the economic life of a country seriously and Qifs Cts the 
different classes of people differently. In a period of defla- 
tion general prices fall, people 'who have fixed incomes, 
salaries, vrages. etc., benefit from a fall of the prices for 
though ‘their money incomes remain the same, their real 
values go high because their money incomes purchase a 
larger guantity of goods and services than before. If defla* 
tion is carried too far in a country the income of the state 
may also be affected and the government and other employers 
may be compelled to reduce the salaries and wages of their 
employees by heavy retrenchment or cut in salaries and 
wages. A cut of 10 per cent, in the beginning for about 
14 months and subsequently of 5 per cent, was imposed in the 
salaries of all Government employees in India in the years 

1932-1935. Fall of money incomes leads to a further fall -of 
20 
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pricai due to smaller purchasing power In the hands ol the 
above people. 

Deflation and fall of prices hits the business men very 
hard, for the selling prices of their stocks ond output fall 
heavily, while their expenses of production ore not proper' 
tionately reduced. Their burden of taxation and wage 
payments remains more or less the same. Attempts to cut 
down wages result In strikes and lock'Outs and there is an 
epidemic of under'employment and un-employment. They lead 
to a reduction o! Incomes and contribute towards o further 
fall of prices. The fate of agriculturists Is worst for their 
Incomes fall low. while their fixed money payments mich as 
land revenue, interest on old debts etc . ramafn more or less 
the same. In agriculture the production process takes a 
long time. Several months intervene between the com- 
mencement and end of the process of ogricultural production. 
Consequently oil colculatlons of the expenses of production, 
value of the expected produce and the surplus profit of the pro- 
ducer. become violently upset, when the prices of agriculturol 
produce fall very heavily ot the time of harvest. 

The burden of all money contracts as well becomes very 
heavy and debtors lose much for no fault of theirs, ond creditors 
get an unearned Increment in the real volues of their leans 
and odvances. Thus in apenodof deflation a few persons with 
fixed incomes have a little prosperity, while maforlty suffers and 
all round there is a feeling of gloom, distress and helplessness. 
Moreover due to a constant fear of the fall of prices hanging 
on the headoU enterprise on the part of entrepreneurs becomes 
sagged. " Indeed it has been said that among the many 
causes of human retrogression— wars, pestilence, famine bad 
governments, etc “O long penod of falling prices is perhaps 
the worst because it saps the very sources of human enterprise, 
deadening the desire lo venture and by checking the leaders 
and most go-ahead sections of the community, stops national 
progress and Jeopardises tiie position of the whole country. ^ 
ilatroduetion to Metier. Exchange and Banking by R- N MalJiuf, 
page 70 
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Reflation.— Vi is a corrective or remedy of deflation. 
When currency in circulation in any country at any time has 
been contracted too much or too fast by raising the bank* 
rate unduly high and making credit extremely dear or is 
scarce owing to an over-production of exchangeable com* 
modities and consequently all producers particularly traders, 
manufacturers and agriculturists suffer on account of too low 
prices, the reme dy is refl ation. What is bad is not a rise or 
fall of prices, but when it is too much or too abrupt, it harms 
the society very seriously. Thus it is essential that even re- 
flation in order to do good should be enforced very carefully 
and steadily and as soon as its objective has been achieved 
i.e.i the normal price level has been restored, it should at once 
be stopped. 

From the preceding discussion of inflation; deflation and 
reflation, it is-evident that too fast or too heavy changes of 
the price-level either due to inflation or due to deflation do 
great harm to a society. The greatest disadvantage ' of 
inflation or rise of prices is that it encourages wild specula 
tion in industrial activities and cuts down mercilessly the 
real incomes of a large number of persons of a society. On 
the other hand the greatest disadvantage of deflation or fall 
of prices is that it deadens industrial enterprise and cuts down 
the money incomes of millions of people by throwing them out 
of employment either partly or wholly. Bot h inflation _and 
deflation give onl y a temporar y gain to a few classes at the 
great sacrifice of the general masses of any society. Con- 
sequently in the interest of equity, harmony, welfare and 
general progress of any society as a whole ; it is essential that 
, as far as possible general prices should remain steady. 
Professor J. M. Keynes opines Jhat jn flation _is junju st nnrl 
d eflation is inexpedie nt.^ Messrs Wadia and Joshi express 
the view that. Industry, trade, commerce, the entire pro- 
ductive machinery on which depends the satisfaction of the 
^fundamental needs of life, presuppose confidence in the 
stability of prices, confidence in the stability of the monetary 
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unit... .There Is no nobler work for the enlightened huraonlty of 
today than that of controlling money and monetary policy, 
ot regulating the supply of capital and the level of prices 
and the habits of coneuxnpUon/ in the general Interests of 
mankind.”' 

Questfons 

1 What do you luideratand from State J«Eue of paper curreooy? 
What are lU advantages and disadvantages ? Describe them briefly 

f2. What ti Deent by Bant fetue of paper currency? What are Its 
advantages and disadvantages? Describe them briefly 

3. Compare State versus Bank Issue of paper currency Which of 
the ivro Is superior end hot/ ? 

4 Distinguish between Single and Multiple Note Issue lyatems. 
Which ot the two systems (s better and why? 

5 What Is meant by elaslictly of currency ? What are the advan* 
Ugas of an elastic paper currency system ? Describe them briefly. 

6 What do you understand from mobility of currency? What ere 
Its adranUf^i ? Describe them. 

7 £!afUeIly is a very Important attribute of a good paper currency 
system. Vodtr which system of issue of paper currency possibili!)' el 
elasticity is the highest? Drplein 

£. What Is meant by Inflation of paper currency? How does It 
affect the different cla'ses of people In a country ? Describe 

S. What do you undaRfand from deflaficn of paper currency? 
What U Its effect on the different classes of people in a country? 
Describe ? 

10 Distinguish between InflaHon end deflation of paper currency 
Which of the two will affect you more adversely and how ? Erplala* 

IL "deflation Is the ramedyloan unwise deflation.'' Comment on 
the truth of the statemeat- ' ^ 

12 "Stability of prices of general commodities Is the greatest boon 
to a modem eodety.’' Justify the truth of the statement. 


iMoney and the Money Market In India by P fl Vfadla and G. M. 
Joshl, pages 2 end 3. 



CHAPTER IX 

PAPER MONEY IN INDIA 

Bank Isstie. Before 1861 in India paper currency was 
issued by the Presidency Banks of Bombay/ Bengal and 
Madras/ and a few other banks. In those days the banks 
used to regard this as a very important and profitable busi* 
ness of theirs. But as there was a great multiplicity of notes 
and the people of India were then not sufficiently acquainted 
with their use/ notes had a very limited local circulation i.e./ 
only in areas served by the issuing banks. Mostly people 
used metallic currency and indigenous credit instruments 
called Hundies. 

State Issue. In 1859 the first Finance Member of the 
Government of India Mr. Wilson prepared a scheme for the 
issue of paper currency by the Government. Mr. Wilson was 
in favour of banking principle of issuing paper currency and 
\ in his schema he provided the same. Unfortunately before 
his scheme could be considered, he died. Mr. Samuel Laing 
who succeeded Mr. Wilson favoured currency principle or 
absolute security of notes issued. In this jhe was influenced 
by the Baxik Charter Act 1844, which enforced currency prin' 
ciple of note issue on the Bank of England. The then Secre* 
tary of State for India also endorsed Mr. Samuel Laing's 
opinion. Thus the Indian Paper Currency Act 1861 was 
based on the currency principle of issuing paper currency 
and its main provisions were as follows 

Fixed Fidxiciary Issue System, fl) The issue of paper 
currency by the Government of India instead of banks. 

(2) A reserve of coin or bullion against the whole of the 
issue of notes, except an amount not exceeding Rs. 4 crores to 
be invested in the securities of the Government of India. The 
effect of this clause was that it allowed no elasticity to the 
paper currency system of this country. 

(3) The lowest denomination of the notes was -to be Rs. 10. 
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(4) For the convenience of lasuing notes the country was 
divided Into various circles with presidency towns os the cen» 
tres of issue. 

(5) Motes were to be unlimited legal tender in their own 
elroles of Issue for all payments eicepttby Government at Its 
offices ond agencies of Issue 

(6) The metallic reserve against which notes were to be 
Issued could consist of gold and sliver coins of the Govern* 
ment of India and foreign gold coins or bullion 

The system Introduced in 1861 on the model of Bonk 
Chorter Act 1844 of the Bonk of England worked in India up 
to 1914 without any change In its main feature Its absolute 
conTertibUtty at the coat of eloellclty Upto 1890 circulation 
of notes did not Increase much but after that date it Increased 
very rapidly The main reasons of this rapid fncr“aso were 
(1) the Usue of Rs 5 note In that year and (2) unfversaliso* 
Hon of the system In 1903 the Rs 5 note was mode legal 
tender throughout India except Burma ond In 1910 notes of 
the denominations of Rs S 10 50 end 100 were universalized 
Thus with the steady universalization of the notes, the spread 
of educotion and confidence, ond fomiliority with the use of 
notes, the total circulation of notes went on Jncreoslng The 
following table shoijs the growth of gross and active drcula 
Hon of notes at different limes In erores of rupees — 


Average Circulation of the year 

Gross 

Active 

1862-63 

369 


1890-91 

1577 


1900-01 

2888 


1909 10 

49 66 

37 21 

1913 14 

65 55 

46 63 

1918-19 

133 2 

11384 

1928 29 

184 86 

1719 

1929 30 

183*11 

163 0 

1930-31 

I6S<9 

I5V13 

1931-32 

16364 

15262 

1932 33 

173 83 

152 04 

1933 34 

17813 

15r47 

1934-35 

186 05 

166 99 
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Changes in the limit of fiduciary or invested portion of the 
Paper Currency Reserve were continually made from 1871 to 
1911. Thus the limit of Rs. 4 crores of 1861 became Rs. 14 
crores in 1911. From 1905 onward a portion of the fiduciary 
portion of the Paper Currency Reserve began to bo invested 
in Sterling Securities as well. Before 1893 the Paper Currency 
Reserve was held in silver coins, but by the Act of that year 
the Government took the obligation of giving gold coin or 
bullion in exchange of currency notes. By the Gold Note 
Act of 1898, the Government of India was authorised to issue 
notes in India against gold deposited in London with the 
Secretary of State. This gold in England was utilised in pur* 
chasing silver for coinage in India. The Act of 1905 authoris- 
ed the Government io hold the reserve in rupees, gold coin 
and bullion, and securities, either in India or in London. Thus 
the Secretary of State for India began issuing Council Bills 
against deposits of gold or sterling in London against the 
issue of notes of an equivalent amount in India. This arrange* 
ment then began to support the Indian Foreign Exchange, 
Thus from 1905 the Paper Currency Reserve held in London 
began to serve two purposes : — ■(!) Buying of silver for Indian 
mints and (2) supporting exchange when the balance of 
total indebtedness went against India. On the 31st March 1913 
the total issue of notes amounted to Rs. 68’97 crores and 
against this issue the composition of the Paper Currency 
Reserve was as follows : — 


Figures given below are in crores of rupees. 

(A). Metallic Reserve : — 

Silver in India Gold in India Gold in Percentage of 

London Metallic Reserve 
16'45 29‘37 ' 9’15 80% 


(B). Fiduciary Reserve : — 


Rupee Securities 


10 


Sterling 

Securities 

4 


Percentage of 
Fiduciary Reserve 
20 % 


100 per cent, 
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In 1913 was appointed the Chamberlain Currency Com 
mission lo examine the whc^ of iha carrencr sTstem ol India 
Some of the Important observations and recommendations of 
this Commission with regard to the Paper Currency System 
of India were as follows — 

(I) That the Indian Paper Currency vras not sufficiently 
elastic in order to be adequoiely responsive to the increasing 
credit needs of her trade and commerce The reslrlction im 
posed upon the currency authority to keep a mefaflic back* 
ing for all notes issued above a fixed minimum was very in 
convenient and was becoming more so with the growth of 
Indian trade and commerce Provision of issuing notes fn 
India against gold deposited In England under the Gold Act 
of 1905 did give some elostlcityfo the Indian Currency system/ 
but this was not adequate as H effected the volue of £ in 
terms of Rupees or fndfoe foreign exchange Thus with a 
view to give greater elostiClty the mojonty of members of the 
commission recommended that (1) the fiduciary portion which 
stood at Rs 14 creres should be increased at once to Rs 20 
crores and thereafter it should be fixed at a maximum of Ihe 
amount of notes held by the Government In ihe Reserve 
Treasuries plus one third of the net circulation (2) as an 
alternative to investment in permanent Government securi 
ties the Government should have the power to make tern* 
porary investments or give loans from the fiduciary portion 
of the reserve both in India and London In India such 
loans should be made to the Presidency Banks on prescribed 
terms (3) the Us 500 notes should be rmmediatelyuclversalised 
and lacillhes should be provided for their encashment. 

(II) As gold in ihe Paper Currency Reserve ts required 
for purchase of silver lil London and maintenance of ex 
change gold in the reserve in India has been much in excess 
ol the demand Gold in London is more directly and indubitably 
effective for this purpose tbon Bold in India. Thus they 
recommended that so long as Gtdd Standard Reserve is itself 
Insufficient to support Indian foreign exchange a suitable 
portion of gold of the Paper Currency Reserve should be 
transferred to London. 
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The commissioners believed that if the above recommenda- 
tions v?ere carried out the follovdng advantages would result • 

(1) While the permanent addition to the invested portion 
of the reserve will be no more than is justified by past practice 
and experience without in any way endangering the com* 
plete convertibility of the notes/ the revenues of India vnll 
secure the profit earned by investing ihe amount now held 
idle in the form of gold in India. 

(2) In busy trade seasons it v/ould be possible and safe to 
lend temporarily when permanent investment would be un* 
wise and risky. Pov/er to make loans for temporary periods 
would enable the Government to earn interest on sums which 
otherwise may remain idle and at the same time would pro* 
vide a much needed facility for a temporary expansion of 
currency in the busy season by which the market might obtain 
some relief in its monetary stringency. 

(3) The power to make temporary investments in London 
out of Paper Currency Reserve vrould help the Secretary of 
State to sell Council Bills against the Paper Currency Reserve/ 
in anticipation of silver purchases or of any other expense 
vrithout loss of interest/ which might sometimes come about/ if 
he were compelled to use the entire proceeds of such sales in 
keeping gold. 

' I 

(4) As circulation of notes increases/ it vrould be possible 
for the authorities to increase the investments of the paper 
currency reserve in permanent or temporary securities or both 
without a fresh legislation. 

(5) P 9 wer to make loans against notes held in Reserve 
Treasuries would give the Government a profitable medium 
of counteracting some of the disadvantages arising- from the 
Reserve Treasury System. 

Before the recommendations of Chamberlain Commission 
could be enforced War of 1914-18 broke out and no action 
was taken on them. During that War time price of silver rose 
to a very high figure and the difficulty of obtaining sufficient 
silver for coinage purposes or precious metals as backing for 
21 
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the issue of additional notes made It necessary to increase 
the fiduciary or inyested portion of the Paper Currency Re* 
serve Consequently It was roised from time to time by 
various ordinances and Acts of legislature. Between Novera* 
her 191 1 and December 1919 the legal limit of the fiduciary 
portion was raised to Rs. 120 crores. The Act XXVI of 1919 
fixed the limit of the invested portion of the reserve at Rs 120 
crores. and out of this Rs 100 crores could be invested in 
British Treasury Bills During the same period of 1911 to 1919 
the gross circulation of notes Increased nearly three-fold, 
while the percentage of metallic backing decreased by nearly 
one holf. 

To increase the note ctrculatlon and thus ovold the diffi- 
culty of increasing the number of silver rupees in circulation 
Government hod to Introduce notes of smaller denominations, 
and in December 1917 the Rs 2/8/- notes and in Jonuary 1918 
Re. 1 notes were introduced By the Act IV of 1916 Invest*! 
aents in British Treasury Bills os part of the Poper Currency 
Reserve were permitted and by suwessive Acts they were 
raised to Rs 100 croses by the end of December 1919 In 
order to encourage the use of notes and discourage the use of 
silver rupees, several restricliona were placed on the encash- 
ment of notes, the transport of specie by rail or river was 
prohibited, and on embargo was placed on Its transmission, 
by post Demands for encashment of notes even at currency 
offices were not met In full and without limit The result of 
these restnclions was that notes subsHtuted silver rupees as 
the common circulating medium to a large extent, but owing 
to loss of confidence these notes were in circulation at a 
discount as high as 19 per cent, in some places ^ This loss of 
confidence rapidly dimimsbed and later on notes were accept- 
ed freely. ^ 

Proportional Poscrve Syat^m—ln 1919 was appointed 
the Bablngton Smith Committee and in order to give greater 
elasticity to the paper currency system of India that committee 
recommended •“ 

iHlslory oj Indian Currency and Exchange by Dadachanjl, B E.. p 220. 
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(1) Instead of fixing the fiduciary portion of the Paper 
Currency Reserve at a certain maximum figure, the legislature 
should prescribe that, it shall not exceed a maximum 
percentage of the total issue (or alternatively/ that the 
metallic portion of the reserve shall not fall below a minimum 
percentage of the total issue). By doing so they said/ it 
would obviate the necessity of making constantly fresh 
applications to the legislature to enhance the limit of the 
fiduciary portion as the circulation grows.^They recommended 
that the fiduciary portion of the Paper Currency Reserve 
should not exceed 60 per cent, of gross circulation. 

(2) In order to meet the seasonal demand for additional 
currency/ it should be possible for the currency authority to 
issue Rs. 5 crores of notes over and above the normal fiduciary 
issue as loans to the Presidency Banks on the security of 
export bills having a maturity of not more than 90 days, 



of India in the Paper Currency Reserve should not exceed 
Rs. 20 crores. 

(4) That the remainder of the fiduciary portion should 
consist of securities of other governments within the British 
Empire, redeemable at a fixed date of which all except 
Rs. 10 crores should be short dated securities maturing within 
one year. 

(5) That the metallic portion of the Reserve should be held 
in India except for transitory purposes. 

The Indian Paper Currency Act No. XLV of 1920 gave 
effect to the recommendations of^ the Babington Smith 
Committee. The Act provided for • — (1) The issue of currency 
notes against sovereign and half-sovereign at the nev; rate 
of Rs. 10 per sovereign and ogainsl gol4 bullion at the 
corresponding rate of one rupee for 11'33016 grains troy of 
fine gold. (2) The metallic portion of the reserve vras to be not 
less than 50 per cent, of the currency notes in circulation 
(instead of 40 per cent, as recommeded by the Babington 
Smith Committee). In other words, the invested or fiduciary 
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portion of the reserve waa not to exceed the value of the 
metallic reserve. (3) The gold held by the Secretary of State 
shall ool exceed Ea. 5 crores. (4) In the securities portion 
of the reserve the Government of India securities shall not 
exceed Ra, 20 crorea. Not more than Es. 12 crores of this 
amount maybe In aecuntles created by the Go/emmentof 
India commonly called oa ad hoc securities. Tne object of 
these specially created securities was to make up the 
difference which had aneeit In the value of sterling securities 
due to their revalual'on at the nevr rupee rate of 2 shillings 
instead of the older rate of Is. 4d. On actual revaluation of 
the Reserve this limit hod to be exceeded considerably. 
Therefore It was further enacted that as long as lha created 
secuiities exceeded the limit of Rs. 12 crores. aP interest on 
the securities of the Paper Currency Reserve os well as on 
securities tn the Gold Standard Reserve v/os to be utilised 
for the reducbon of the amount of the abc/e ereoted securities. 
(5) The cacunt of notes to be issued against discount of 
commercial bills maturing net later than 90 days from the 
date ol their Issue was fixed at Rs 5 crores os maximum 

From September 1920 Indian foreign exchange began 
to fall very heavily. To strengthen exchange the Govemmenl 
adopted the policy of heavy deflation of paper currency. 
This brought about a great stringency of money In the Indian 
money market. To meet the difficulty the Govermeai look 
power under Section 20 ol the Indian Pabe? Currency Act 
1923 to issue emergency currency to the extent ol Es. 12 
crores against commeraal blits endorsed by the Imperial 
Bank. Rules laid down* lor the issue of this emergency 
currency against bills of exchange were; — 

(1) Loans shall be given to the Imperial Bank of India 
only when the Bank Rale rises to 6 per cent, and not below 
iU and that * 

(2) v/hen the Bank P.at0 is below 7 per cent a maximum of 
Rj, 4 crores should be issued, second Rs. 4 crores when the 
Bank Rate Is 7 per cent, and lost Rs, 4 crores vrhen ihe Bank 
Rate is 8 per cent 
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In September 1924 the above rules under which loans were 
granted to the Imperial Bank of India were changed by an 
announcement so as to make it possible for the Bank (l) to 
borrow Rs. 4 crores when the Bank Rate was 6 and (2) 
Rs. 8 crores when the Bank Rate was 7 per cent. In 
September 1925 the situation of paper currency and its 
reserves was as follows • — 

Gross Note Percentage of Percentage of 

Circulation Metallic Reserve Fiduciary Reserve 

Rs. 189'51 Crs. 59‘3% 40’7% 

Bank Issue and Proportional Reserve System . — In 1925 
was appointed the Hilton Young Currency Commission- and 
with regard to the paper currency system in India, they 
made the following recommendations : — 

(1) Convertibility of Notes into Silver Rupees : Con- 
vertibility of notes into silver rupee under statutory obligation 
is an anomalous provision for under it one form of note, the 
paper note, is convertible into another form, the silver note. 
It has in the past placed the currency system of the country 
completely at the mercy of the price of silver. Prudence 
demands that such a risk should be provided against if 
possible. By making notes convertible into gold bars for all 
purposes, a more solid right of convertibility is attached to 
them than they have ever had. Moreover it will enable silver 
to be eliminated as a predominant element from the paper 
currency reserves, which would thereby be simplified and 
placed on a sounder basis than they were ever before. 

(2) Issue of One Rupee Note '■ We recommend that the 
currency authority should re'inlroduce one-rupee notes, which 
should be full legal tender and which like other notes of the 
new status should not compulsorily be convertible by law into 
silver rupees. 

(3) Convertibility of Other Notes into Legal Tender Money : 
When the present legal right to obtain silver rupees in 
exchange for notes is withdrawn, a statutory obligation on 
the currency authority be imposed to convert all notes, other 
than the one-rupee note, on demand into legal tender money. 
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l e. Into nolo, of .mailer danomlnalloa. or Hirer rupee, at 
th« opUoii ol the cun'enc7 aufi-orlly 

(4) Unification of the Paper Currency and the Gold^ 
Exchange Standord Reaervea Experience has shown that U 
It impossible to dlscrlmlnaie scientifically between the 
purposes for which the Paper Currency and Gold Standard 
Reserves are maintained The Paper Currency Reserve has 
to be used In some measure lo support exchange ond the 
Gold Standard Reserve has to to used in some meosure to 
secure the external convertibility of the note With the 
removal of the convertibility of the notes Into sliver rupees the 
way will be clear for the amatgomation of the two reserves 
The combined reserve will then be simpler and more intelll* 
glble to the public and can be mode more efficient In Its 
working Composition and proportions ol the combined 
reserve should be fixed by statute This provision 1$ essential 
to any currency system In order to secure the ajtomatio 
expansion ond contrcctfcn of the currency and the compen* 
sotory effect ol the exchanges In accordance wiih the needs 
of the country Gold and gold securities should form not 
less than 40 per cent of the reserve In view of the obligations 
to provide gold bars In exchange of internal currency and 
attempt should be made to Increase the gold holding In the 
reserve to reach the limit of 25 per cent Sliver holding In 
the reserve should continually and gradually be reduced to 
Ra 25 crores Fiduciary portion of the reserve may be held 
in Government of India eecurlHes or self liquidating trade 
bills but the holding of the Government of India securities be 
limited to 25 per cent of the reserve or Rs 50 crores which 
ever Is less 

(5) The Indian Curreni-y System has an inherent weakness 
In which the control of currency and of cn d t is In the hands 
of two dlsUrvct authortttes whose policies may be widely 
divergent and in which the currency and banking reserve 
are controlled and managed seporotely one from the other 
{If monelary stability fs to be achieved a unity of policy in 
the control of currency and credit is necessary in a modem 
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iinancial organisation of a country. Thus we recommend 
the establishment at an early date of a Central Bank for 
India v;ith the sole right of issuing paper currency, a respon- 
sibility of maintaining the stability of the currency, and 
stoppage of all further issues of notes by the Government of 
India except through the above Bank. 

(6) In order to give additional elasticity to the currency 
system of India the Commission recommended the adoption of 
the Proportional Reserve System instead of the Fixed Fiduciary 
System. The Bank of England issues paper currency and main- 
tains the paper currency reserve under a fixed fiduciary system 
adopted under the Bank Charter Act of 1844 and as amended 
by the Currency and Bank Notes Act of 1928. In England the 
system has worked well because as compared to India there is 
not such a great variation in the demand of currency at differ- 
ent seasons of the year. India is an agricultural country and 
consequently the demand of currency at different seasons of 
the year is widely different. Moreover in India the cheque 
systhm is also not so much developed as it is in England. 
Hence expansion and contraction or elasticity of currency is 
much more needed in a country like India than in industrially 
and commercially advanced countries of the world such as 
United Kingdom, U.S.A.. etc. 

Proportional Reserve System is in operation in many 
countries of the continent of Europe, U.S.A., and South Africa. 
Under this system notes in active circulation are secured by 
a statutory minimum percentage of gold holding, but this 
minima is not rigidly fixed. It may be transgressed with the 
consent of the government for short periods of time on condi- 
tion that the issuing bank pays a tax reckoned on the amount 
of the deficiency. This tax is made to rise steeply as the 
deficiency increases. The restrictions imposed in the form 
of government permission and tax rising steepjy, force the 
bank to take prompt measures to redress the situation by an 
appropriate credit policy. Under this system usually the 
limit fixed for the metallic portion of the reserve is 40 per cent 
of the notes in circulation. The chief characteristic' of this 
system is that expansion and contraction do not. as in the 
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coins which are legal lender under the Indian Coinage Act 
1906, In such quantities as may, in the opinion of the Bonk, 
be required for circulation, and the Governor-General in 
Council shall supply such coins to the Bank on demand. If 
the Governor-General in Council at any time fails to supply 
such coins, the Bank shall be released from its obligations 
to supply them to the public, 

(8) Recovery of Notes Lost. Stolen, Mublated, Imperfect : 
No person shall of right be entitled to recover from the Bank 
or the Governor^General in Council the value of any lost, 
stolen, mutilated, or imperfect currency note or Bank note 

(9) The Bank shall not be liable to the payment of any 
stomp duty under the Indian Stomp Act 1899. in respect of 
Bank Notes Issued by It. 

(10) If at any tuna the Bank foils to comply with any 
provision of this Act with regard to the paper currency, the 
Govetnor-General-in-Councll may declare that the Bank has 
forfeited the right of note issue and sholl (hereupon take 
over the lioblllties of the Issue Department, together with such 
portion of the ossets of the Bank as is required to meet such 
liabilities. 

(11) No person In British India other than the Bank shall 
draw, accept, make, or Issue any bill of exchange, hundi, 
promissory note, or engagement tor the payment of money 
payable to bearer on demand or borrow, owe or take up any 
sum or sums of money on the blits, hundts, or notes payable 
to bearer on demand of any such person 

(12) Constitution of the Paper Currency Reserve' The 
assets of the Issue Department shall qonsist of (a) gold coin, 
gold bullion, sterling securities, and (b) rupee coin and rupee 
secutlbes to such aggregate amount as is not less than the 
total of the liabilities of the Issue Department. 

Of lAtoI nmounl of Jtbe oasela. mot Jess ihon two-Jifths 
shall consist of gold com, gold bullion or sterling securities ; 
provided that the amount of gold coin and gold bullion shall 
not at any time be less than forty crores of rupees in value. 
The remainder of the assets 60 per cent, or threo-fiflfiff 
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shall consist of rupee coin, Government of India rupee 
securities of any maturity and bills of exchange and promissory 
notes as hereinafter defined ■ — 

(a) Bills of exchange and promissory notes drawn on 
and payable in India and arising out of bonafide commercial 
or trade transactions bearing two or more good signatures, 
one of which shall be that of a scheduled bank, and maturing 
within rynety days from the date of their purchase or 
rediscount, exclusive of days of grace ; 

(b) Bills of exchange and promissory notes, drawn and 
payable in India and bearing two or more good signatures, 
one of which shall be that of a scheduled bank, or 
a provincial cc operative bank, and drawn or issued for the 
purpose of financing seasonal agricultural operations or the 
marketing of crops, and maturing within nine months from 
the date of their purchase or re-discount exclusive of days of 
grace ; 

(c) Bills of exchange and promissory notes payable in 
India arising out of bonafide commercial or trade tran- 
sactions, pr to finance the seasonal agricultural operations 
or the marketing of crops and maturing within 90 days or 

9 months respectively as necessary, purchased or discounted 
by the Bank directly, when in the opinion of its Ceiitral Board 
it is necessary, or expedient that that action should be taken 
for the purpose of regulating credit in the interests of the 
Indian trade, commerce, industry, and agriculture. 

(d) The amount held in Government of India rupee securi- 
ties shall not at any time exceed one-fourth of the total 
amount of the assets or fifty crores of rupees, whichever 
amount' is greater, or with the previous sanction of the 
Governor- General in Council, such amount plus a sum of 

10 crores of rupees. 

(c) For the purposes of the above provisions, gold coin and 
gold bullion shall be valued at 8'47512 grains of fine 
gold per rupee, rupee coin shall be valued at its face value, 
and securities shall be valued at the market rate for the tin^e 
being obtaining. 
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if) Of the gold coin and gold bullion held as ossets, not 
less than seventeen-twentieths « hall be held In British India, 
and all gold coin and gold batlion held as assets shall be 
held In the custody of the Bank or its agencies. Provided 
that gold belonging to the Bank which is in any other bank 
or In any mint or treasury Or In transit may be reckoned as 
part of the aesels. 

The securities of o sterling standard country which may 
be held as assets in the paper currency reserve shall be the 
securities of any of the following kinds payable in the currency 
of the United Kingdom, namely:— 

(а) balances at the credit of the Issue Department with 
the Bank of England ; 

(б) bills of exchange bearing two or more good signatures 
end drawn on and payabfe at any place fn the United 
Kingdom ond having a moturlty not exceeding ninety days ; 

(c) Government securities of the United Kingdom maturing 
within five years. 

Ordinarily the Bank will hold rupee coins in the poper 
currency reserve to the extent of rupees fifty crores or one- 
sixth of the total amount of the reserve, but after the close 
of any financial year if the rupee coin held in the assets. 
05 shown in any of the weekly accounts of the Issue Department 
for that year is greater than fifty crores of rupees or one-sixth 
of the total omount of the assets as shown In that account, 
whichever may be the greater, the Bank may deliver to the 
GovemorGeneral in Council rupee coin up to the amount of 
such excess but not without his consent exceeding five crores 
of rupees, against payment of legal tender value in the form 
of bank notes, gold, or securities ■ Provided that If the Bank 
so desires and if the amount of gold coin, gold bullion and 
sterling securities In the esssfs does not at that time exceed 
one-half of the total assets, o proportion not exceeding two- 
fifths of such payment sholTbo fn gold* coin, goi'a* bullion or 
such sterling securities as may be held as part of the assets. 
On the other hand if after the close of any financial year tn 
which the maximum amount of rupee coin held In the ossets. 
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as BO showiii is less than fiity crores of rupees or one'Sixth of 
the total amount of the assets, as so shown, whichever may be 
greater, the Governor'General in Council shall deliver to the 
Bank rupee coin up to the amount of such deficiency but 
not without its consent exceeding five crores of rupees, 
against payment of legal tender value. 

Suspension of assets requirements. The bank may, with 
the previous sanction of the Governor-General in Council, for 
periods not exceeding thirty days in the first instance, which 
may, with the like sanction, be extended from time to time by 
periods not exceeding fifteen days, hold as assets gold coin, 
gold bullion or sterling securities of less aggregate amount 
than that required or 40 per cent ; but in respect of any period 
during which the holding of gold coin, gold bullion and 
sterling securities is reduced, the Bank shall pay to the 
Governor-General in Council a tax upon the amount by which 
such holding is reduced below 40 per cent; and'such tax 
shall be payable at the bank rate for the time being in force, 
with an addition of one per cent, per annum when such 
holding exceeds thirty-two and a half per cent of the total 
amount of the assets and of a further one and a half per cent 
per annum in respect of every further decrease of two and a 
half per cent or part of such decrease *• Provided that the 
tax shall not in any event be payable at a rate less than six 
per cent, per annum. This provision is made to give 
additional elasticity to the paper currency system of India. It 
is an essential feature of the proportional reserve paper 
currency system of a country. 

Liabilities of the Issue Department, The liabilities of the 
Issue Department shall be an amount equal to the total of the 
amount of currency notes of the Government of India and 
bank notes for the time being in circulation. Any currency 
note of the Government of India or bank note which has not 
been presented for payment within forty years from the 
1st day of April following the date of its issue shall be deemed 
not to be in circulation, and the value thereof shall be paid 
by the Issue Department to the Governor-General in Council 
or the Banking Department, as the case may be ; but any 
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such note, if subsequently presented for paynient, shall be 
paid by the Banking Deportment and any such payment in 
the case of Q currency nolo of the Government of India shall 
bo debited to the Govemor*General in Council. 

The Reserve Bank of India was floated in March 1935 and 
it began to function from April 1/ of that year on v/hich date 
the Bank took over the control of the Note Issue Department 
from the Government and the monagement of Public Debt and 
Government accounts from the Imperial Bank Since 
July 1, I93S the Bonk began to function in its Banking 
Department and oa a Cenfrol Bank The capital paid-up is 
Rs S crores in shares of Rs 100 each In accordance with 
Section 47 of the Reserve Bank of Ind a Act 1 934 the Governor- 
General In Council fired a cumulative rate of dividend to 
share holders at 3} per cent per annum and the Bank has 
been paying dividend all these years ‘o shore-holders and the 
surplus profit to the Governor-General in accordance with the 
above Section. The Bank Rote which was fired by the Bank 
at 3 per cent on November 28 1935 hcs remained unchanged 
all these years. In Feb 1943 the Bank issued also a note 
ofRs 2 denomlnolion The Bank’s obligation to issue rupee 
coin on demond In exchange of its notes has temporarily been 
suspended by the Central Government Notification No 494 
OR/40> dated the 25th Tune 1910 Issued under the Defence 
el India Act. On pages 175 and 176 are given the Statements 
of Affairs of the Bank of Apnl 5, 1933 i e the date on which 
the Bank issued its first Statement of Alfa rs ofter Inaugura- 
tion , of Slst December 1938 te before the commencement of 
the present world wor , and as on December ^\, 1943 ic> 
about 4 years after the commencement of tl^ present war. 
They give an Idea of the working of the Bor^ -and the huge 
inflation of paper currency accompanied by a huge accumu- 
lation of Sterling Securities as a part of the Toper Currency 
Reserve during these years of the present wo*ld wart 
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Questions 

]. Describe briefly the system of paper currency in India before 
1851. Point out its main defects. 

2. Describe briefly the important changes that were made in the 
Indian Paper Currency System under the Paper Currency /let of 18cl. 

3. Trace the history of Indian Paper Currency from 1861 to 1919 
and point out its main defects. 

4. V/hat v.’ere the main recommendations of the Chamberlain Cur* 

rency Commission of 1913 vrith regard to the paper currency system of 
India and hovr far had they been enforced by the Government of India ? 
Describe. ^ 

5. Describe briefly the main difficulties that led to the appointment 
of the Babington Smith Currency Committee. What vrere the main 
recommendations of that Committee for the improvement of Indian Paper 
Currency system and hov; far had they been accepted and enforced by 
the Government of India ? 

6. When and under vrhat circumstances did India adopt the Pro* 
portional Reserve System of issuing paper currency ? Describe. 

?. Describe briefly the main recommendations of the Hilton Young 
Currency Commission of 1925 with regard to the paper currency system 
of India. 

8. Trace the history of the establishment of the Reserve Bank of 
India since 1925 and explain the main Improvements that have been 
made by it in the Indian paper currency system. 

9. V/hat were the main defects of Indian paper currency system be- 
fore the establishment of the Reserve Bank of India ? Hove far have they 
been removed by the Reserve Bank ? Describe. 

10. What provisions have been made In the Reserve Bank of India 
Act 1934 to Insure elasticity of Indian paper currency ? Describe them. 

11. \Vhat are the rights of a holder of a Rs. ICO note of the Reserve 
Bank ol India so far as its convertibility is concerned ? Describe them 
briefly. 

12. V/hat do you understand from the Statement ot Affairs of the 
Issue Department of the Reserve Bank of India ? Prepare one by vray 
of specimen and explain its various items. 

13. V/hat are the main defects of the present Indian paper cur- 
rency system ? Explain them fully. 

14. What ate the present day one rupee notes ? When were they 
Issued and by whom ? What are the rights of their holders? Explain 
briefly. 

15. IVhat is the responsibi'ity, if any, of the Government of India 
with regard to tha notes Issued by the Reser-ve Bank of India ? Describe. 

23 



CHAPTER X 
GHESIIAM’S LAVP 

No account of money 18 oompleta without a discussion of 
tho Gresham's Law In simpla v;ords this law can be 
expressed as follows — 'if at the same time in a country coins 
of the same metal, but of different weights or quality 
circulate at the some exchange value, the worse coins will 
tend to drive away the better ones from circulation, but the 
better will never drive out the worse/ Greshams Lavr is 
nomed after an Elizabethan Knight, who is supposed to hare 
infused the idea in a Royal Ptoclacaalion in vrbtch the Jaw 
found expression for the first lima. AItJiough the law was 
first published In the time of Elizabeth's retgn< it was not 
generally recognised until long after. The currency authorl* 
ties in those days could not understand as to v/hy should 
people prefer in circulation light v/eight or debased coins os 
compared to those of fuU'weight or nev/ coins. Whenever the 
authorities Issued new full weight coins they hoped thot they 
vdll displace the old debased co.ns already In circulation ; 
but to their utter disappointment they always found that Just 
the rererse of their expectations happened Old end debased 
coins remained m circulation and the new full weight coins 
issued were soon driven out of it. A little reflection will show 
fliat what happened was quite In accordance with human 
nature. 

Coins ore made to circulate freely from hand to hand 
among the people of a country This is an essential feature 
of coins ; but vihen a man has to part with anything, he 
naturally parts vrtth the least valuable, provided if will 
exchange for as much as the more valuable article, 'f/e 
must remember that until modern methods of banking 
developed, people generally saved money by hoarding coins 
and in doing so they alrrays preferred the rewesi, heaviest 
and more valuable coins, because the possession of o lighter 
coin meant a probable loss to the ovmer. Thus in circulation 
remained only Jlgbler coins and all nev/, heavy and more 
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valuable coins v/ent out of circulation and were either hoarded 
or exported in the form of coins or bullion. This is only one 
way in v/hich Gresham's Lav/ can operate. 

Gresham's Law operates not only v/hen coins of the same 
metal but of varying v/eights or quality are put into circulation 
at the same value, but also when coins of tv/o metals are put 
info circulation at the same nominal value but their real or 
intrinsic values differ. Thus it may be noted that really the 
point is not that the coins are made of the same metal or^ of 
different metals, but the point is that when in circulation there 
are two kinds of coins and they circulate at the same nominal 
value though their real or intrinsic values differ people begin 
to hoard the more valuable coins and pass on to others or 
keep in circulation only the less valuable ones. Similarly the 
law also operates when coins of two metals are put into 
circulation at a fixed ratio of exchange with one another, but 
the relation of their market values differs from the official 
ratio. In such a case the coins of the overvalued metal drive 
out of circulotion the coins of the undervalued metal. 

It must be noted that it is not that Gresham’s Law can 
operate only in connection with coins or metallic currency. 
If in any country at any time metallic and paper currency 
both are in circulation as unlimited legal tender and the 
paper currency is highly inflated and inconvertible, people 
begin to hoard metallic currency and keep paper currency 
only in circulation. Thus coins or metallic currency is driven 
out of circulation by the paper currency of the country. 
During the years 1919 to 1923 this thing happened in 
Germany, when paper currency became irredeemable. From 
the .time that the present v/orld v/ar has broken out, this 
tendency to hoard silver coins and keep in circulation only 
paper currency is also noticeable in India. Thus v/e see that 
the operation of Gresham's Law is net limited only to metallic 
currency but it applies to paper currency as v/e]l. Further if 
in any country at any time some notes are more convertible 
than others, but both of them are unlimited legal tender, the 
same law will begin to operate. Notes which are more con- 



ISO WONEy. CREDIT AMD TOREIGN EXCHANGE 

vertible than others will be hoarded and in circulation will 
remain only notes which are less redeemable But if the two 
forms of paper currency ate not legal tender and their 
acceptance in eirculoHon is left to the choice of the people 
then good money will drive away the bad money out of 
circulation. ' 

Conditions which Check the Operation of the 
Gresham's Law 

(2) Absolute confidence m redeeming capacityof those 
• who have issued the less valuable currency. 

(2) Inability io hoard or save If people are not able to 
Save and have to spend all that they get, the question of 
hoarding and the operation of Gresham's Law does not arise 

(3) When the total quantity of money In circulation in a 
country is less than or according to its demand Gresham’s 
Law cannot operate. 

(4) Development of deposit banting which discourages 
hoarding habit checks the operation of Gresham's Law. 

We have already examined the conditions under which 
Gresham's Caw ooerafes and it is evident from them that the 
law operates only wh«»n there are in circulation In ony 
country at any tme two forms of money both of which have 
the same exchange value though intrinsically one Is more 
valuable than another In such a case people try to pass 
on in payment to others inferior money and keep the superior 
money with themselves for they have no confidence that 
whenever they like they can get In exchange of their inferior 
or debased money full weight money from the currency 
authorities of the country This lack of confidence creates 
In the minds of the people an apprehension that in case they 
keep with themselves the debased or inferior money and pass 
on superior or full'wefghf money to others they might lose In 
future owing to the inability ts- unwilJigness of the currency 
authorities to redeem the former at their full exchange value. 
This Is generally the case when the government of a country 
which fs usually also the currency authority Is not sufflcJenUy 
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strong and stable or its currency policy is not either well 
defined by statute or has not been uniformly maintained by 
the government. On the other hand if in any country these 
conditions do not exist or people have absolute confidence in 
the government or the currency authorities of the country, 
Gresham's Law will not operate. If people know that when- 
ever they like they can get full exchange value of their 
debased or inferior money from the currency authorities oft he 
country, they will not be very keen to keep with them' only full 
weight coins or superior money. It will be quite immaterial 
to them whether they keep their savings in the form of inferior 
or superior money and consequently Gresham's Law will not 
operate or operate only with a very insignificant force. 

Another contributory condition of the operation of 
Gresham's Law in any country is the people's capacity to 
save and hoard. If the incomes of the people of a country 
are such that after meeting their total expenditure they are 
able to save something every month, year or any other period, 
there can be a question of making a selection of the coins 
or money to be saved and spent and if this is accompanied 
by lack of people's confidence in the currency authorities of 
the country there is every possibility of the operation of 
Gresham's Law. On the other hand if the incomes of the 
people are small, they are poor, have a hand to mouth living, 
and are always in difficulty of making the two ends of their 
budgets meet, there will be very small chances for the people 
to make selection of the coins or money to be saved and spent. 
If people have to spend all that they earn and have no or 
extremely small savings, there are very meagre possibilities 
of the operation of Gresham s Lavr. Thus the operation of 
Gresham s Law or otherwise depends also upon the nature 
and extent of a country's people's capacity and willingness 
to save. 

A third condition under which Gresham's Law can not 
operate in any country inspite of the existence of both bad and 
good coins in circulation at the same time is the strict limita- 
tion of the supply of money in the country according to the 
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demand In every eouniry of a ceTfa!n Hm® frade commeree 
^and Industry requlra a certain quantity of money to meet 
their demands Thus if In any country at any time there are 
both bad and qood coins in circulation but all of them put 
together are only in such o quantity that they can hardly 
meet the demands of the country *8 trade commerce and 
Industry they will all circulate together Good coins will not 
disappear and both good and bad coins will remain in 
circulation because owing to a great demand people will 
not be able to withhold better coins from circulation 

A fourth condition that would cb®cb or discourage the 
operation of Gresham’s Low in a country is iha presence of a 
suitable and attractive eysfem of deposit banking Into that 
country When Gresham’s Law operates people save 
superior money or fuff weight coins and store them in hoards 
or chests In order Ihot they moy be ovollable tp them for use 
In future Thus if in ony country deposit bonktog is not pro* 
perly developed ond hoarding in chests or underground Is 
the only method of storing savings people will naturally select 
batter or full weight coins for this purpose On the o'her 
hand if modern methods of deposit banking or investments in 
various types of securities are ovaifoble to (he people of a 
country In a suitable and #u(ficl»nlly attractive monner the 
operation of the Greshom’s Law would be checked or dis 
couraged If people have to put their savings in banks or 
invest In securities It I* immoteilol to them whether they 
deposit or Invest full weight coins or superior money or the 
debased coins or Inferior money for both the full value and 
debased money shall be occepted by banks or borrowers at 
the some nominal value Even if a re«on deposits in a bank 
or Invests In a security full weight new coins or superior money 
there Is no guarantee thal the some wculd be returned fo him 
at the time of repayment Therefore development of deposit 
banking and sulfobre sources of investment in’securities In 
Q country discourage and check the operation of Gresham's 
law to a very greol extent 

From the above discussiou tl Is evic « nt Ihot Grcshcm’s 
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Law operates only under certain conditions and its signifi- 
cance was great when currency and coinage in different 
countries of the world consisted only of metal and were not 
properly organised and deposit banking had not developed. 
The law has little force now, not because the truth has under- 
gone any change, but because modern methods of currency 
and banking do not afford conditions for its working with any 
great force, though in abnormal times like war etc., its opera- 
tion to some extent is visible even now. 

Questions 

1. What Is Gresham's Law? Under what conditions does it 
operate ? Explain briefly. 

2. 'Bad money drives away good money out of circulation.’ Ex- 
plain the truth of this statement. 

3. What factors check the operation of Gresham's Law in any 
country inspite of the exlstance of conditions favourable for its opera- 
tion? Describe fully. 


CHAPTER XI 

VALUE OF MONEY 

We have already seen before that money acts as the 
standard of values and medium of exchange of all other 
commodities and services of a country. The value of all 
vendible commodities and services are measured and 
expressed in terms of money. The values of various com- 
modities expressed in terms of money are known as prices. 
As money measures and expresses the values of all other 
commodities of a country, there is a difficulty in finding a 
suitable measure of expressing the value of money. There 
is no suitable medium in which the value of money itself may 
be expressed correctly and conveniently. There is no single 
commodity in v/hoss terms the value of money may be 
expressed quite accurately. Consequently as money measures 
the values of all other commodities, the value of money itself 
can be measured only in terms of all other commodities 
against which it generally exchanges. Thus the value of 
money is its general power of purchasing the other com- 
modities and it can be measured and expressed only in 
terms of those general commodities, 
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General commodities are thousands In number'and the 
measurements of expressing their different quantities are also 
widely different from each other These measures of I different 
quantities of different commodihes differ from commodity to 
commodity, country to country and sometimes In the same 
country from one locality to the other Hence the term 
general commodities Is very indefinite and there can not be 
any single measure In whose terms its quantities may be 
expressed For these reasons tt is not passible la express 
the value of money in terms of general commodities at 
any particular time. For example suppose we want to calou* 
late the value of one rupee in terms of general caoimodities 
of ony particular dale, week, month or year, it cannot be 
done In any Intelligible way Consequently the procedure 
of calculating the value of money in terms of general com- 
modities Is adopted only in order to compore its value or 
general power of purchasing other coiamodities at two dif* 
ierent times Usually this method of meosuring variations 
in the generol purchasing power of money is by the use of 
index numbers of prices at different limes 

"An index number is a number which represents the price 
''‘"of <x chosen commodiiy. or group of commodities, or the 
j average of closely consecutive prices of those commodilles. 
at a selected date which is ussd as a standard where with 
I we may compare Ihe prices of the same article at later 
^ dates.”' In order to detenntne changes In the value of 
money or its general purchasing power at different times, it Is 
better to take the average or the sum of prices of a number oi 
different articles, instead of taking the price of a single article 
as a standard Now for pnce or prices of the starting of basic 
period we suppose the figure 100. This number 100 may 
represent either the average of pnras of a given year or that 
of several years. The averages of prices of subsequent years 
whether higher or lower than the average of the basic year or 
years can be expressed by the relabons they bear to 100 which 
is the base. The following tables illustrate the procedure 
of working out index numbers of prices at different times 
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Commodities. 

1923. 

Prices 

1933 

Prices 

j 1943 
j Prices 


Rs as p 

Rs as p, 

j Rs as. p 

Wheat per raaund 

5 0 0 

2 8 0 

12 0 0 

Rice per mound 

5 0 0 

4 0 0 

j 16 0 0 

Pulses per mound 

4 0 0 

3 0 0 

1 10 0 0 

Sugar per mound. 

20 0 0 j 

10 0 0 

16 0 0 

Milk per seer. 

0 4 0 

0 2 0 ' 

1 0 6 0 

Ghee per seer. 

14 0 

1 0 0 

1 4 0 0 

Cloth per ycrd 

1 0 0 1 

0 12 0 

3 0 0 

Total price oi 7 units of 

36 8 0 1 

21 6 0 

61 6 0 

general commodities. 



Average price of I unit of 

5 3 5 

3 0 10 

B 12 3 

general commodities. [ 



General Index Numbers ll 
with 1923 os Basic Vear. ( 

00 0 0 

1 

5854 

163 13 


In the above tables the figures ol prices are purely 
Imaginary. According th the first method In 1923. the first 
date selected, the price of each commodity is supposed os I00.< 
Hence the simple average of the prices of bosic year is 100. 
In l933and J9i3 the prices having changed and reduced 
to 100 of basic year, the averages of prices become 65 71 and 
237 14. That Is. as compared to 1923 the average oi prices 
or (he general price level, as estimated acco'ding to these 
commodities, was 34*29 per cent lower In 1933, ond 13714 
per cent, higher in 1943. Thus we tee that if in 1923 we 
could get one unit of general comirodilies for 100 units oi 
money, then in 1933 and 1943 for the same one unit of 





VALUE OF MONEY 


isr 

general commodities- we were required to pay 65’71 and 
237*14 units of money respectively, i.e., as compared to 1923 
in 1933 value of money v/as higher and in 1943 it vras lovrer. 
In the second method, instead of regarding the price lof each 
commodity in the basic year as 109, vre simply add the actual 
prices of all the selected commodities of each year and divide 
the result by the number of commodities and if gives the price 
of one unit of general commodities of each selected year. 
These figures shov/ the courses of averages and their ratios 
according to the preceding second table are Rs. 5/3/5 : 
Rs. 3/ /lO ; Rs. 8/12/3 Nov/ regarding the first average of 
Rs. 5/3/5 of 1923 the basic year as 100, the other averages of 
1933 and 1943 of Rs. 3'-/10 and Rs. 8/12/3 v/ould be 58'54 
and 168 13 respectively. These figures also shov/ that as 
compared to 1923 the value of money in 1933 v/as higher and 
in 1943 v/as lov/er. No doubt the v/orking of the same prices 
according to the above Iv/o methods gives different results, 
but the courses of prices or changes in the value of money as 
indicated by both the methods are the same. 

Defects and Difficulties of Index Numbers 

It has already been said before that it is almost impossible 
to calculate the value of money in terms of a fixed quantity 
of general commodities at any given time. The method of 
measuring changes in the value of money or its general pur- 
chasing power by means of index numbers of prices can 
usefully be employed only for purposes of comparison i.e., in 
order to find out fluctuations in the value of money from time 
to time. For this purpose it is necessary that index numbers 
of prices should be accurately calculated. The degree of 
preciseness of the index numbers of prices as correct measure 
of changes in the value of money depends upon the suitability 
of the selected basic year, the kind of average used in com- 
puting the base, upon the number of commodities selected, 
upon the quantity of each commodity, upon the kind of prices 
used whether v/holesale or retail, upon the correctness of 
record of each price, upon the extent of territory within v/hich 
the prices recorded are applicable, etc. 
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Firstly it is essential ihat U» Year selected as basic year 
should be a normal year for otherwise comparisons of index 
numbers of all subseQuent periods would qlve taisleadlnq 
results Different Institutions adop^ different years as basic 
year, but usually 1913 is used as the basic year. In India 
the official basic year is 1873* Secondly the kind of average 
used in computing the base is important. An average can 
be calculated in several ways e.g , arithmetical, geometric, 
harmonici median, elc. but arithmetical average is very 
common. Thirdly as money expresses the values of all other 
commodities and services, the number of commodities selected 
should be as^ig 03 possible The longer is the hsi of com- 
modities selected, the nearer we will be in our correct estima- 
tion ot the change in ihe value ol money through Index 
numbers of prices. 

Fourthly the quantity of each commodity selected is an 
Important matter. Different persons purchase different 
quantities of different commodities and services Conse* 
quently the incidence of ehonge in the general index number 
o! prices or the value ot money upon difierent persons depends 
on the relotlve importance of different commodities and their 
quantities which different persons consume and changes »n 
prices of those different commodities and services In ease 
changes In prices of the different commodities are of a com- 
pensQbng nature, we may find that there is no change In the 
index number of prices or the volue of money, yet the material 
welfare of different persons may be affected differently. For 
example suppose the prices of beef, mutton, elc foil, but the 
prices of vegetables, milk, etc rise In such a way that they 
compensate the fall in prices of beef, mutton, etc.; we may 
find that there is no change in the index number of prices or 
the value of money But these changes ore sura to affect 
adversely the persons whose greater portion ol Income is'spent 
ever purchasing those commodities whose prices have risen 
and favourably those persons Whose greater portion o5 income 
Is spent on purchasing the commodities whose prices have 
fallen. 

Further it should be noted &at the importance of different 
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commodities in consumption also varies from time to time. 
Commodities of great significance in consumption at one time 
may lose their importance or cease to be consumed at another 
time. Fifthly very often it is difficult to record prices 
accurately. Even if it be possible, sometimes changes in 
wholesale prices, v;hich are commonly used for preparing the 
index numbers of prices, are not followed by changes in the 
retail prices, vrith v/hich the general public is most concerned 
or which affect the value of their money most. Ini view of the 
preceding arguments it can easily be concluded that index 
numbers of prices are not an absolutely correct measure of 
changes in the value of money of any country, yet for general 
purposes they can profitably be employed as a rough measure. 

Quantity Theory 

We have already studied the procedure of calculating 
changes in the value of money and the method of expressing 
its value. Now let us examine the conditions on which the 
value of money depends. The value of every transferable or 
vendible commodity of the world depends upon the supply and 
demand of that commodity at a certain time. Similarly the 
value of money also depends upon its supply and demand. 
In simple vrords the supply of money in a country means all 
that money of the country which is available for being used 
to purchase other commodities of that country. This means 
the total stock of money of the country minus that portion 
which people have kept in hoards and v.’hich v/ould nbfcome 
out to the market to purchase other commodities. Countries 
v.’here there is gold standard the total supply of money means 
the total guantity of gold coined and uncoined and even that 
portion of cold jev.-ellery which in case of a rise of the value 
of money will be available for purposes of coinage or being 
used as money. On the other hand in India the supply of 
money does not mean the total slock of silver or gold of the 
country. In India conditions are guile different. In India 
coinage of either silver or cold is not free. India's standard 
is neither a true gold nor a true silver standard. In India 
there is no free coinage and both making and melting of 
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corns 13 unlawful Here neither a stock of silver bullion can 
be converted into rupees or money nor rupees or other coins 
can be converted Into bulli'n Consequently the stock of 
metallic money In India is some hing rigidly fixed. Thus the 
supply of unlimited legal tender metallic money In India 

means only coined RLip“e3 and Half^upees v/hich are ovall* 

able for pucposoa of eschongo ot making purchases oi other 
commodities and services Of course out of this stock of 
rupees in India we will have to exclude those rupees which 
are burned under ground or O'e kept In hoards or have been 
converted Into jewellery and which ora not available lo the 
market for being used as a medium of exchange Let us 
suppose for this supply of metallic money In a country at any 
lime a symbol M 

The demond of money In a cointry Is determined by the 
total of all commodi'les and soTvltes that ore produced into 
that country minus those quantities of Ih^se commodities 
which are either directly consumed b/ the producers or are 
exchanged for olh^r commodllies und»r the barter system 
OTid do not exchange for money. In India os well as o'her 
countries of the world a big portion cf services ond commo- 
dities produced by agriculturists email Industriallstt, and 
other people Is consumed by Ih^m d recHy That does not 
come lo the market fo- being exchanced against money. In 
India agriculturists generally hold back a good part of their 
produce for their own consumption and do not bring It to the 
market for being sold agains‘ money Moreover a portion of 
Iheir harvest they give lo the various c'asses of workers In 

payment of the different kinds of services perfottned by them 

in connection with the cultivation cameo on by the agricul- 
turists Thus this portion also of agncul i ral products of this 

country does not moke any demand or rnoney Similarly 
the cottage workers of India for examp'e Ihe weavers, black- 
smiths, carpenters etc, and even some of the big Indus 
triallsts consume some porlion of their products direclfy and 
do not bring it lo the market for being exchanged against 
money. Thus Ihu portion of Indusltial prod-cts cs v/ell does 
not make any demand for money 
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Many Dorvicoo in India ao well ao other countries are either 
connumod directly and aro not paid for at all, or are paid for 
in the form ol other goods and corvicoo and not in money. For 
example corvicos rondorod to self liko shaving/ v/ashing etc., or 
to the family like cooking and household management by 
housewives aro not paid for at all. Furlhor in Indian villagoo 
it is a common practice to pay Iho dome .tic corvanlo/ sweepers/ 
washer-men/ v/oovors, carpenters etc. in grain v/hen tho 
harvest is reaped and not to pay them in monoy. Thus out of 
tho total production ol a country these services as well as com- 
modities given if any, In payment of those services should 'bo 
excluded from their total in order to form a suitable estimate 
ol tho demand for money in that country. In India some of 
the commodities uro also exchanged directly i.e. commodity 
for commodity or the bart< r system of exchonge. Therefore 
they also do not make any demand for monoy. Thus in a 
country tho total demand for monoy moans tho total produc' 
lion of commodilios and services minus that portion which is 
diroctly consumed and tho portion which exchanges under 
tho barter system rather than through tho medium of monoy. 
Lot us suppose for this not balance of commodities and services 
v/hich gives us some idea of tho total demand for monoy In a 
country at any lime a symbol T. 

Now v/o see that in simple words the value of monoy in a 
country depends upon its supply and demand or tho relation 
of tho total amount ol available monoy vdth tho not balance 
of goods and set vices available for exchange. V/o have 
already supposed that tho above total stock or supply ol 
monoy ts roprosented by the symbol M .and tho total supply 
of commodities or tho demand for money is represented by T. 

M 

Thus the value of money at a certain time will bo ^ or the 

T 

price of one unit of general commodities, or tho valuo of 
ono unit of money in terms of general commodities. 

Furlhor v/o should nolo that in a country it is not only 
motalhc cuironcy that exchanges for goods. Almost all the 
civilised countries of the world now make use of plenty of 
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paper carrency or notea Issued by the Government or Central 
Bank as well as the credit instruments such'"a8"cheques» bills 
oi ©xohangs and Aundics These credit Jnslruments act as 
money and exchange for goods. They Increase the volume 
or the supply of active money of a country which exchanges 
against goods. Thus the supply of money in a country means 
both raetalllo currency and oil kinds of credit Instruments. 
For all these credit Instruments let us suppose the symbol M'. 
Thus the total supply of money of a country means M+M'. 

Further we eee that both metolllc currency and credit 
instruments exchange for goods nol only once but'severol 
times The same unit of money or cheque may exchange for 
goods several times A pe rson with or e ru pee In his possesion 
may purchase sugar wilHu! ^The sugar dealer with the same 
rapee may purchase ~Wcd~^fid me gram 'merchant may 
purchase cloth with the rupee Ihusobia'ned. and In this way 
a rupee or credit Instrument may go on circulating from hand 
to hand This circulation of both the melallle currency and 
credit instruments increases the volume of working money of a 
country which exchanges against goods, though it dess not 
Increase the total quantity of actual money of the country. 
For these ciioulotions of metallic money and credit instruments 
or their velocity let “s suppose the symbols V' and V' 
respectively. Thus the total supply of working money in a 
coumn ot onv MV+M V. 

As with money so also with goods we sea that soma goods 
pass from hand to hand several times without being consumed. 
Consequently the some goods exchange for money several 
times before they are finally consumed In doing so these 
goods requite money several times In order to exchange 
against them and thereby they Increase the demand for money. 
For this circulation of goods from hand to hand several times 
or their velocity let us suppose a symbol V“. Thus we see 
that In a country at any time total supply ol working money 
canbarepresentedbyMV+MV and the total demand for 
money can be represented by TV". 

Now the value of money in a country depends upon the 
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form of the preceding equation of exchange it was later 
on elaborated by Prof Irnng Fisher the greatest advocate 
of the Quantity Theory of the Value of Money. It should 
be noted here that the Quantity Theory Is not an 
absolutely exact explonahon of changes in the value of 
money or the general price level Prof Fisher has himself 
admitted that the relation between the quantity of money and 
the price-level does not hold good during the transition 
periods ^ The theory states that other things remaining the 
same, the value of money or the general level of prices 
depends upon the quantity of money m circulation We know 
very well that in aetualllfe other things do not remdio^the* 
soma Even production of commodities and services Is some- 
times larger and sometimes smaller and bears no or little 
relation with the quantity of money In circulation. Conse* 
quentty general prices foil or tls© or the value of money 
changes when there might have been absolutely no change 
in the quantity of money. Prices may also rise and fall due 
to changes In the cost of production, toriii policy, establish* 
ment of monopolies or control and may have nothing or 
little to do with changes in the quantity of money. In view of 
oil these arguments It can be stated that like other laws of 
Economics, the Quantity Theory of Money os well Is merely 
Indicative of a tendency and not a conclusive cause of 
fluctuations in the general pnce level at all times. 

Queslione 

' 1. What is meant by the term 'Value of Money' ? What relation 1* 

there between the value of money and general level of pnce* ? ixplaln. 

2. What do you understand by Index number* of prices? How 
are they prepared 7 Explain by means of an example 

3 WhaldifficultiegaregeaereUyeipenenced in constructing cor* 
reel index numbers of prices 7 Describe briefly, 

4. How far are Index numbers of prices a correct measure of 

changes In the value of money? Ixp'Win 

6. State and explain the QuanUly Theory of Money and Indicate 
Its limitations 


iThe Purchasing Power of Money, pages 149-lSO 
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6. "The value of money depends upon its quantity*" Comment on 
the statement* 

7* "Like all other commodities the value of money as vrell depends 
upon its supply and demand.” Esplain the truth of this statement. 

8* Other things remaining the same, vrhat vrould be the effect of 
the follovring, according to Quantity Theory of Money, upon the value 
of money or the general level of prices of a country 

(a) an increase in the circulation of notes, and (h) a develop- 
ment of deposit banking 

9. Trace the relation, if any, belvreen the use of cheques in a 
country and the value of its money. 


10 * 


Explain the follovring as clearly as you can 


MV-f- 

TV" 


CHAPTER XII 

CREDIT 

Definition. The inconvenience of a direct exchange of 
one commodity for another leads to the use of money. Simi' 
larly the inconvenience of having to pay for immediately a 
thing is purchased leads to trusting or credit. The word 
'credit' is derived from the latin word 'credere', which means 
'to believe'. Thus the word 'credit' implies belief or confidence 
of one person in another. This belief or confidence is the 
essential idea of all credit transactions and there are always 
two aspects of this confidence. One of them is th% amount 
or value involved in credit and the other is the time for which 
a credit is granted. Thus in every credit transaction the 
confidence of the creditor i.e* the person who gives credit 
in the debtor i.e* the person who takes credit implies two 
limits. One of them is the value or the amount and the other 
is the time. Upto what amount andupto what time the creditor 
has shown confidence in the debtor are expressed in every 
credit transaction. Generally a person can have confidence 
in another man only upto a certain amount and for a certain 
time. For these reasons sometimes credit means the amount 
advanced and sometimes the time for which'a credit is granted, 
but it must be noted that both these factors i.e., amount 
and time are present in every credit transaction. When a 
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person wants to express the amount upto which his creditor 
has reposed confidence In him, he uses the word credit with 
the particular amount such as X, Y, Bank has granted to P a 
credit of Rs 50,000/-. On the other hand If the idea Is to 
express the time for which the creditor has reposed confidence 
In the debtor, the word Is used with the particular period of 
time eg., X, Y, Bank has granted to P a credit of sir months. 
But It must be noted here that the amount and time are 
always combined In every credit transaction. No credit trans* 
action can lake place without both of them, though in naming 
11 only amount or time or both may be mentioned as circums- 
tances demand 

We have seen that the essential Ideas of credit are its 
value and time (H ence cred it may be defined as the transfer 
of any formof weolth from one person to another for a tern- 
porafy period of time with o condition that its value will be- 
giv^ bock by the receiver to the giver after the stipulated 
period ) From this definition It is clear that the form of wealih 
transferred may be goods or money. Goods ore said to have 
been sold on credit, when the seller allows the buyer not to 
pay for them at once but after sometime In the same way a 
person may give cash to another on the latter's promise that 
the money so received shall be paid back to tho former after 
sometime In some cases cash lent out Is paid back after 
some tln\fl In goods or services. T hus _t he_operQtlon of credit 
may take any we of the above forms I e , It ma^ be g^ds^or 
services for money; money (or money, or money for goods or 
services Therefore we see that the essential Idea of credit 
is not the form of wealth that exchanges but the postponement 
of payment due for sometime long or short Thus credit is 
protracted exchange and Involves either the transfer of money 
or those forms of commodities and services whose value can 
be expressed in terms of money. For this reason we see that 
apparently whatever be the medium of giving credit whether 
goods, money or services, Wndt 'is redliy 'iranrfierreci 'lor a 
temporary period of tlm^ is some or the other form of v/ealth. 

A credit transaction therefore may taka any one of the lollovr* 
Ing forms:— 
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1. Cash against cash, 

2. Goods against cash, 

3. Services against cash, 

4. Cash against goods, 

5. Services against goods, 

6. Goods against goods, 

7. Cash against services, 

8. Goods against services, and 

9. Services against services. 

Origin and Development. So long as society vras so 
organised that people produced all that they consumed and 
consumed only v/hat they produced, people rarely had any 
form of surplus v/ealth, and as such there vras no guestion of 
immediate exchange, protracted exchange or credit. Credit 
originated only v;hen people assumed division of labour and 
specialised in the produclion of only those commodities in 
v/hich they found themselves possessing a comparatively 
superior ability. This specialisation led to the exchange of 
various commodities, because people began to produce not 
only vdth a vievr to consume all that they produced ; but to 
exchange their surplus produce v/ith the produce of others, 
So long as people’s surpluses were just sufficient to enable 
them to obtain in exchange other commodities that they 
desired to consume there could not be any credit. 

In course of time production intensified and people began 
to produce more than vrhat they could consume either directly 
or by exchanging their surplus v/ith the surplus commodities 
of others. This led to real surpluses or savings, i.e. slocks of 
commodities or vrealth vrhich vrere not required by their 
holders for immediate consumption. These stocks formed the 
basis of develoomsnt of credit and when some people felt the 
shortage of certain commodities that they vranted to consume, 
they desired to have them from those vrho held them in surplus 
vrith promise to return them back after an agreed time. Thus 
there came an opportunity vrhen people could give credit and 
demand credit, yat credit could not develop sollong as there 
had not developed confidence— confidence of the lender of a 
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commodity that he would get back Its value from the debtor 
within the agreed time This confidence grew with the proper 
organisation of society. This shows that credit originated 
with the saving of wealth by 6Ciiie< demand of that wealth 
by others, and confidence of those who Isnt In those who 
borrowed. 

The above description shows that the essential features of 
credit ore three i e , surplus wealth with certain individuals as 
the result of saving; shorlog© of wealth with others due to 
temporary differences in their power of production and con* 
sumption, and the confidence of the former in the latter that 
the wealth lent would be received back within the agreed 
time. This shows that credit came Into existence even before 
the Introduction of money, but then It used to be given and 
token only m Ihe form of eommodit es In such circumstances 
Q person In order to obtain credit In the form of a particular 
commodity was not only required to find out a man who had 
any form of surplus wealth; but one who had surplus wealth 
In the form of that particular commodity which he desired to 
hove on credit; ond in addition to this he wanted a man. who 
could have confidence In him. Thus we see that in those 
doys credit could be given by one person to another only 
when he possessed the following three qualifications 5“ 

(1) surplus wealth os Ihe result of sovlng. 

(2) surplus wealth In the fonn of that particular com- 
modity which a borrower desired to have, ond 

(3) confidence of the person who could give credit In the 
person who desired to gel credit. 

With the introduction of the use of mcney In society the 
second qualification became unnecessary When money came 
Into use. which had the general power of pi.rcbasing all other 
commodities, the development of credit nquiredonly two 
qualifications, t c , the Isl and 3rd or the surplus money and 
confidence Consequentlycredilbegan to devefop last, but 
so long as specialised production and trade d d not develop 
sufficiently, people generally borrowed to cvereome the 
difficulty of temporary shortages of their inccme Jn order to 
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consume all that they desired. Thus gerterally credit was 
given to consumers for purposes of consumption- but as the 
power of consumption of an individual depends upon his 
average income vrhich is generally limited- the development 
of credit at this stage was also a very restricted one. The 
amounts of credit that used to be given were small and their 
periods short. Later on vrhen production and trade developed 
on a large scale- people began to lend and borrow for 
purposes of production, and this fed to a greater development 
of credit. Large sums of surplus money of others began to 
be borrowed and used in the further production of wealth ; 
but so long as credits were given by individuals to individuals 
whose lives were limited and short- they were generally for 
short periods of time. With the delvopment of i partnerships 
and joint stock companies which have longer lives, credits 
began to be given and taken for long periods of time or for 
even indefinite periods of time such as the present day 
redeemable and irredeemable debentures of joint stock com* 
ponies and other corporate bodies. 

So long as society was not well organised and properly 
administered, confidence depended only upon the personal 
relations of the lender and the borrower and not upon the 
legal protection given to the creditor through written agree- 
ments and law courts. Consequently credit did not develop 
much due to lack of confidence ; but as soon as lavr courts 
were established and definite laws were made to define and 
govern the relations of the lender and the borrower whether 
they were oral or in writing, credit developed very rapidly. 
But the development of credit at this stage v/as only local or 
national, and in every country depended upon the form of 
government and laws of that country. 

In course of time the development of international trade 
and commerce and international institutions such as various 
exchange banks, the bank of International Settlements and the 
League of Nations led to the development of international credit. 
Huge credits were granted and received by the different 
countries of the vmrld during the Great War of 1914-18 and 
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during the economic cristeof 1929— 32 Even during the pre* 
sent world war huge credits have been and are being granted 
by one country to the oflier. It tb worth noting here that before 
the Great War of 1914*18 there was not such a great develop* 
ment of international credit as It became after it This is due 
to the fact that by the establishment of League of Nations 
after the Great War international relations became closet and 
better defined. Moreover the Bank of International Settle* 
ments^ Geneva, established after the Great War largely 
facilitated the machinery of giving and taking international 
loans, and all this led to a greater development of inter* 
national credit than before. At present in almost all the 
important countries of the world national credit is developed 
on a very large scale , but as yet international credit/ inspite 
of the above encouragements, hos not developed sufficiently. 
With a proper development of ihe powers d (he League of 
Nations ond the establishment of an Internationol Court of 
Judicature or any other institution capable of enforcing 
Internationol laws it is hoped thot internatlenQl credit will 
also develop on a large scale than at present 

Kinds of Credit 

P roducer's and Consumer's Credits. When credit is given 
to a person who makes use of it in the further production of 
wealth the credit is said to be the producers pradit On the 
other hand if the borrower does not make use of the credit 
advanced in the further production of wealth , but consumes 
it in order to meet a temporary shortage of his purchasing 
power with the hope that m future he will be able to return 
the credit advanced out of the savings from his Income or 
from his property, (he credit Is said to be the consumer's 
credit Consumer’s credit benefits only two individuals 1 e . 
the borrower in the sense that he Is able to overcome his 
temporary deficit, and the lender In the sense that he is able 
to earn some money as iWeresi' nbif ibnir ci'creuWiAwa' 
not benefit the society as a whole. On the other hand the 
credit given to producers does not only benefit the parties 
directly concerned i e the lender and the borrower, but the 
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society as a v/hole. 

Vlhen credit is given to a producer he mates use of it 
in a more productive vray than it could be used by the 
lender. ■' The credit taken is used in some trade/ industry 
or agriculture and thereby more of goods are produced. 
This enables the lender to get some interest/ the borrovrer 
to get some profit, and the general public to get cheaper 
goods. Thus a person vrho takes a producer s credit in 
addition to the benefit to himself and the lender benefits his 
countrymen os a vrhole. Conseguently the development of 
producers' credit in a country should be encouraged both by 
its people and the state by providing all possible facilities. 
Other things remaining the same the greater is the develop* 
ment of this kind of credit in a country/ the higher vrill be its 
commercial, industrial and agricultural development and as 
such larger material vrelfare to the people. 

Consumers' credit should be discouraged for it does 
not add much to the benefit of the society. This hovrever/ 
does not mean that in any country consumers’ credits should not 
at all be granted. This vrill be positively harmful both to 
individuals i.e., the borrovrer and the lender and the country 
as a v/hole. Timely credit to a person who per chance has a 
temporary shortage of income gives him immense relief and 
saves him from disposing off some of his valuable assets under 
pressure. On the other hand loans freely given to imprudent 
and spend-thrift persons harm them as vrell as the society 
indirectly. As compared to other advanced countries of the 
vrorld in India producers’ credits are not sufficiently developed, 
but on account of expensive social customs there are plenty 
of consumers credits. This is to some extent responsible for the 
industrial and commercial backwardness of this country. 

From another point of vievr credit may be divided into 
four kinds : (l) Cash Credi t ; (2) Book Credit ; (3) Acceptance 
Credit ; and (4) Co mm odit y Credit . 

(l) Credit . V/hen credit is given by one person 

to another in the form of money or cash/ it is ' said fo be a 

cash credit.’ In Indian banking circles cash credit has a 
26 
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technical meaning Here cash credit Is an ddvance glten 
by Q bank ogalnst a promissory note signed by the borrower 
and another approved party and generally secured by the 
hypothecation of self llguldallng stocks The custcmer can 
either draw or repay In whole or in part the amount advanced 
ot any time to suit his convenience. The accredited party 
pays interest only on the omount actually drawn. It Is 
calculated on the debit bolance at the close of each business 
day and not upon the whole amount of the loan Interest 
is usually charged on the mozimum daily balance at 1% 
above the bank rate. In India In the absence of bills of 
exchange being commonly used, cash credits are very 
popular. They ore advantageous to the borrowers as well 
os to the lending banks The borrower has the advantage 
of paying Interest only on the porilon of the cash credit 
actually used and reducing his ofallgoMon at any Ume accord- 
ing to his convenience. On the other hand the lending 
bank hoe the odranfage that if the financio) poslUon of the 
bonower goes down It can curtail or withdrav/ the credit 
granted at any time It should be noted here that In granting 
cash credits the lending book’s cash reserve Is reduced as 
ffuch Its lending capacity is proportionately curtailed 

(2) Book or Open Credit. These credits are of recent 
origin and are g“nerally granted by bonks to their respect* 
oble and trustworthy customers or other persons on 
the guarantee ol another reliable customer or on the basis 
of some suitable security In this form of credit the 
lending bonk does not give cash to the borrower as soon - 
as the credit Is granted. The borrower Is permitted by the 
lending bank to draw cheques or bills up to ihe omount of 
credit granted and the bank honours these documents when 
they are presented. These credits are also commonly knovm 
03 bankers’ overdrafts. Here the borrower pays Interest to 
the baai at the agreed ralelfoa the date that the credit Is 
granted, whether he makes use of it or not. A* compared 
to cosh credit here the borrower has the adronlage that 
once the credit has been granted to him the banker can 
not concel it without giving to Ih® customer a previous notice 
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of a roaBonoble poriod of time, and even after ihe credit 
granted has been cancelled the bank is ^ bound to honour 
all such chegues of th© borrower that were drawn by hini 
before he actually received the above notice cancelling the 
credit granted. In England Cash Credits are not com' 
mon, but bank over-drafts are very popular. Bankers over- 
drafts are very advantageous to them for they entitle the 
bankers to charge interest from the very date that an over- 
draft is granted. 

(3). Acceptance Credit.^ This form of credit is also com' 
paratively of recent origin, and is very popular in countries 
like U. S. A., U. K., etc. U. S. A. has developed the system of 
banker's acceptances on a large scale only after 19 13. In 
India banker's acceptances are not common. In this system 
of credit the accommodating banker neither lends cash 
nor reserves any portion thereof in order to meet th© 
cheques or bills drawn by th© borrower. Here a banker 
merely lends his name. The party desiring accommodation 
is permitted by the bank to draw on it a bill of exchong© not 
exceeding the amount of credit granted. The banker 
accepts the bill and returns it to the customer. Now ^he 
customer can transfer the bill to any other person in pay- 
ment of goods purchased or if he so desires he can discount it 
at Sny other bank and obtain cash. Before the bill becomes 
due the customer accommodated pays its amount to the bank 
and the bank on its turn meets the bill when it is presented 
to it on the^ue date. 

In this way by means of a bankers acceptance 
a bank helps a customer without reserving or part- 
ing v/ith any amount o its cash, and for this service a 
bank charges a small commission. It should be noted here 
that this form of credit is superior to both cash and book 
credits. It is advantageous to the accredited party in the 
sense that except a small commission it is not required -to 
pay any interest to the bank. On the other hand it is 
advantageous to the accommodating bank in the sense that 
it earns a commission on taking only a small risk. As already 
mentioned above the bank merely lends its name and npt 
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cash, and os such by granting a banker's occoplanc© the 
lending capacity. of the bonk Is not at cU reduced. The use 
of banker's acceptances rather enhances the lending capacity 
of a bank. Provided the customers ore reliable, the bank con 
go on accepting hundreds and thousands of bills of the 
customers. ' 

Co Tnmodiiy Credit. In this, credit Is given by one person 
to another in the hrm ol goods or commodUles These credits 
ore commonly granted by big traders to retailers. Goods 
are sold on condition that the purchaser trill pay the amount 
on the expiry of a certain period. In India in certain trades 
It is a rommon pracUco to aVotr the purchaser a crodlt 
period of 45 ‘days to pay for llie goods purchased and this 
time Is commonly knows os CAu{ ^ . In this form of 
credit generally interest Is not chorged seporately. The 
prices charged for the goods sold include interest for the 
period that the credit is granted If however, any person 
to whom goods were sold on credit pays the price earlier, he 
Is allowed a deduction from the amount of credit and this 
is commonly known os 'cosh discount' 

' This form of credit Is now very popular tn the commercial 
circles of almost all the Important countries of the vrarld. It Is 
very advantageous to both the parties i e. ths debtors and#the 
creditors. The debtor has theodvontage that he is not required 
to pay for the goods purchosed at once- As such, he is able to 
purchose and stock more goods than his working capital would 
otherwise permit. Sometimes the debtor la able to dispose off 
the goods purchased within the period of c edit granted and 
pays the creditor after that Thus he makes a fprofit by 
toking only a small risk and without investing any portion of 
his own capital. To the creditor this form of credit la advan* 
tageous for through It he is able to sell more goods and earn 
wsxU bn /sossihla Jnr bim- ond 
provided the customers to whom goods are sold ore reliable 
there ts also no risk of loss. 

In rural areas In India among the ogrlcullurlsla this type of 
credit takes a special form. ColUvalors commonly borrow from 
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Zamindars and indigenous bankers grain and corn both for 
purposes of seed and consumption on promise that they would 
give them baok after the crops have been harvested. Generally 
the forms taken by these credits are Savaya or ij times, Deorha 
or li times, Doona or 2 times, Dhieya or times, etc. What- 
ever quantity of groin or corn is borrowed by a' cultivator, he is 
required to give back after the harvest I5, 1^, 2, or times 
of that according to the custom of the locality and the nature 
of the crop- Thus no separate interest is charged. The 
additional grain given back by the borrower according to the 
above rates represents interest for the period of credit on the 
quantity of grain borrowed. These credits are not common in 
other important countries such as United Kingdom, U.’S. A., 
Germany, France, Japan, etc. 

From another point of view credit can be divided into 
three kinds ^ — (l) Comme rcial Cre dit, (2) Industrial Credit, 
and (3) Agricultural Credit. ~ 

(1) Commercial Credit. When credit is advanced to a 
trader it is said to be a 'commercial credit’. Generally 
these credits are given in the form of mercantile goods, 
(Refer to Short Term Credit page 208). 

(2) Industrial Credit. When credit is advanced to a 
manufacturerrmTner, etc., it is said to be an 'industrial credit'. 
Generally these credits are given in the form of cash or 
money, (Refer to Lon<^ Term Credit page 209). 

(3) Agricultural Credit. When credit is advanced to 
agriculturUmni^aid to be an 'agricultural credit', ,In 
India this credit is generally given in the form of commodities 
vtz., seed, manure, etc., while in other countries of the world 
it is generally given in the form of cash or money. (Refer to 
Long Term Credit page 209). 

From another point of view credits can be classified into 
two kinds (1) Secured Credi^ and (2) Unsecured, Clean 
or Personal Credits. ’ ^ ' 

(l) Secured Credit. In this form of credit the borrower 
pledges with the creditor some form 'of his property movable 
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or iaaiovabls Irom which Iha ersdlior con tooIiss ths araount 
of credit odranced with interest In cose the debtor foili to pof 
bock according to bis promise. The security may consist of 
movable or Immovable property and the possession of the cre- 
ditor over the property pledged may be legal or equitable 
Under this system the development of credit is a restricted one, 
as borrowers or© expected to own some property on the security 
of which they *C3n obtain ciedlt. Here the position of the 
creditor Is comporatlvely safer, because In such cases he 
builds up his confidence In the repayment of the loan on the 
basis of two factors t e., ganeia) reputation of the borrower 
and the total volue of the property given os secunty. 

(2) Unsecured Cte^m 'or Persanat Credi t In this form 
of credit the borrower does not give any form of property as 
security to bock up the loan In this cose the creditor 
builds up his confidence in the repoylng obllity of the debtor 
only on the bosls of the latter’s personal reputation or what Is 
known os surety. This surety may be given by the borrower 
oa!}' or by some ether's as well who may desire that the 
borrower moy be able to secure a credit. As compored to 
secured credit, this method of advancing credits Is more 
risky for the creditors but borrowers ore oble to secure credits 
under this system more easily. Consequently there Is a 
greater devslopment of credit under this system than under 
the -system of secured credits. ^ 

From another point of view credit nay be divided 
Into two kinds ; — (l) Investment or Entrepreneurial Credit and 
(2) Simple or Non-entrepreneuriol Credit. 

(l) Entrepreneurial Credi t. Inythis form of credit some 

persons give to others their money Or wealth to be used In a 
productive way ond also (ale the risk of failure of the 
business. In cose those who receive such credits are able to 
manage the affairs of the business successfully, both the 
class of persons te.. those who receive credit and those who 
give credit benefit ; but in case of failure of the enterprise 
those who give credit Jose their wealth and those who receive 
credit Jose the benefit of their idbour ond enterprise. TJilfl 
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class of credit is very popular these days and takes the form 
of various classes of shares of public ani private joint stock 
companies such as ordinary, preference and deferred shares. 
Strictly speaking it is not credib but proprietorship. 

(2) Simpl e or N on-entrepreneu rial In this form of 
credit those v?ho give credit do not take any risk of success or 
failure of the enterprise. They advance their money on the 
definite promise of the borrovrers that their money is to be 
returned to them on the expiry of the stipulated period of 
time. This class of credits takes the form of various kinds of 
debentures of joint stock companies such as simple and 
mortgage debentures. The various classes of debenture 
holders do not take any entrepreneurial risk. They get interest 
and do not share the profits of the company. Their advances 
are repayable to them according to certain stipulations on 
which the company takes their money. 

From another point of vievr credit^ may be divided into 
three kinds: — (1) Personal Credit. (2) Bank Credit, and 
(3) Public Credit. 

(1) Personal Credit. This term means the amount up to 
which credit may be advanced to a certain trader, firm or 
company and is generally used in commerial circles’ to re* 
present tbe limit up to vrhich goods or cash credits can safely 
be advanced to the above persons. These limits serve as 
guide to other business-men and banks in dealing with these 
parsons. 

(21 B ank. Credit. This phrase is used to represent the 
credit operations of banks. The total credit business of a 
bank both of receiving and giving credit is known as bank 
credit. This term has come into use vnth the development 
of partnership and joint stock banks. Sometimes this term is 
also used to represent the limit up to which a bank allovm a 
customer to dravr against an overdraft granted. 

(3) Public Credit. Generally this term is used to re- 
present the total amount of advances made by the people of 
a country to its government. In ' modern times mostly the 
governments of different countries of the world are democratic. 
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run lEe!r budget from fear lo year, and hare no big reserve 
treasuries. Consequenlly for purposes of non-recurring 
expenditure both productive and unproductive they have to 
resort to borrowing from the public The success or failure of 
such borrowings depends upon the political and economic 
stability of the goyemmesf ertfcecpsf/denceof fie people in 
the ability and disposition of their government to honour Its 
engagements Productive borrov/ings of governments 
ultimately give some relief to the people In taxation/ while 
unproductive borrowings Increase ihe burden of faiaUon on 
the people, and in cose they ore very heavy the coming 
generations of a country have to suffer for the benefits of their 
ancestezs. 

From another point of view credits may be divided Into 
five binds. This classification U with repecl to time for which 
credits are gronled •-^1) Demand or Call Credits, (2) Short 
Tenn Credits/ (3) Ister^ediote Credits/ (0 Long Term Credits/ 
end (S) Irredeemable Credits. 

(1) Demand or Ca UCredUi These are loans granted by 
modem comme^clol banks to bill brokets ond stock dealers 
of o monef market, and ore repayable immediately the 
demand is made <.e . without any previous notice. Such loans 
are popular only in important fmanciol centres or money 
markets. 

(2) Short Term Credi ts. There are loans granted by 
cemmerciaPbonks to biU-brokers and traders for periods 
ranging from overnight and day to day loans to loans granted 
for any period upto 6 month* Such Ironsaclions are com* 
monly found In only big commercial cities like Bombay, 
Calcutta/ Cawnpore, etc. Govemaeats also soneMmes take 
such loans In order to meet Ihe difficulties of the delay In the 
collection of their revenue. In India the Goremiseni of India 
issues Treasury Bills for periods of 3 months. 6 nonlha and 
13 months, and their use la Oils coaatrr Is very popular. 

(3) Intermediate Credits. These ore loans granted to 
traders and agriculturists to Hde over the temporary 
deficiencies or shortages of thetr working rapltal. They are 
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companies like the railway companies, tramway companies, 
etc,. Incorporated under special charters, are examples of 
credits of this kind. 

Queslions 

1. What Is credit? Give « snllaWe definition end explain the 
main elements which form the basts of all credit transactions. 

2. Trace the origin end development of credit and point out the 
malnlfactora which led to Ib very rapid development In modem times. 

3 Distinguish between Producer's and Consumer's Credits 
Which are better from the netJonal point of view of a country ? Explain 

4. What la the diffeience between Cash Credits and Bank Over* 
drafb ? Explain fully. 

5. Whet b Acceptance Credit.? How does 11 differ from a Booh 

Credit? Explain, ^ 

6 Wbatsa a Cemmoditr Credit? How does it differ from Cash 
Credit ? Describe. 

7. V/rlte short notes on s— 
b) Secured Credit, 

Entrepreneurbl Credo, 

(e) Public Credit, and 
b} Deaaad Credit 

B. Give a suitsbla clasalflcatlen of credib from the point of view 
Of periods of credit and explain them briefly. 

CHAPTER Xfl 

CONDITIONS OF CREDIT DEVELOPMENT 

We have already aludled before Ihot Ihe basic principles 
of credit development are iwo 

I. The Demand of Credit, and 

II. The Supply of Credit 

(а) Ability to give credib and 

(б) Willingness to give credit 

I, Demand 'of Credit, Credit may be demanded for 
pwpceao e-f predaotion or contumpUoa. For purposes of 
consumption credit can be demanded only to a limited extent, 
and at any' time vrould depend upon the total amount of 
shortage that the people hove in balancing their income ond 
expenditure, and the amount of savings that they expect to 
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be able to make out of their future earnings# which they can 
use in paying back the credits received. Thus the two 
limiting factors for the development of consumers' credit are : 
(l) the total amount of shortage that the people have in their 
family budgets and (21 the total amount that they expect 
to save out of their future earnings. For men in general 
both of these amounts have more or less inelastic limits and 
as such the development of consumers' credit remains only 
a restricted and limited one. 

With the development of trade and industry people begin 
to demand credit for productive purposes. Persons who have 
no capital of their own or an insufficient one, but are able to 
carry on trade and industry successfully and profitably begin 
to borrow from others, and the more they are able to get and 
invest in their business the greater is the amount of profit 
which they are able to earn for themselves. The total amount 
of capital that an entrepreneur can make use of in his 
business depends upon the entrepreneurial capbcity of the 
individual and the nature and method of production of his 
business. As these limits are sufficiently elastip and trade 
and industry continually try to develop# for productive 
purposes there is continually a larger and larger demand of 
credit; and the more it is possible for the entrepreneurs to 
get cheap credit as working capital# the greater is the develop- 
ment of trade and industries. Thus we see that the develop* 
ment of business and credit is inter- dependent# and unless 
checked by other factors both of them go on increasing by 
reacting upon each other. In almost all the advanced 
countries of the world such as U.S.A., U.K., Germany and 
Japan ; the development of credit today is much larger than 
before the industrial amd commercial revolutions or a few 
hundred years back.' In India also the development of 
credit today is much larger than it was before’ the develop- 
ment of trade and industries on large scales. 

II. Supply of Credit. Now let us examine the other factor 
that determines the development of credit i.e„ the supply of 
credit. The supply of credit depends upon two factors 
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(o) the ability to give credit and (b) the willingness to give 
credit The ability to give credit depends uoon th® amount 
eJ surplus wealth that can be given on credit and an effective 
machinery to bring that surplus wealth from the hands of 
those who have 11 and offer it to those who demand credit 
Surplus wealth depends upon the Income and eipenditur© or 
the production and consumption af the people of a country in 
general Time’s when trade and industry are brisk and 
country as a whole produces more than it consumes people 
make savings and these savings go to form the surplus 
lendoble wealth v/hich con be used In giving credit Thus in 
a country ability to give credit depends upon the exist ng 
stock of wealth and the onnual additions mode to it during 
periods of prosperity On Ih** other hand in periods of de 
presslon ineomej of the people fn general fall short of their 
expenditure and th-^re com*© a drain on Ike existing v/eolth 
with Ihe result that th- lerdobl© copllal or cblhly to give 
credit goes on decreasing 

Before the pres'^nt vrorld war broke out the total 
existing weoUh ci India vros estimated at Rs 15 SCO 
CTores. or Rs 4i3 pet h“gd of pepulotion opd the 
total yearly income at Rs 2 500croresor Ps 71 per head of 
population In other advanced countries of the world the 
obovfl per capital figures were USA Rs 9 365 and Rs 2,053 
United Kingdom Rs 6 371 and Rs 1092 Canoda Rs 8 023 
ard Rs 1 258 France Ps 4 *=81 ond Rs 626 and Japan 
Rs 2 308 and Rs 27 1 respectively Tlte above figures show 
that 03 compared to other advanced countries of the vrorld 
both the existing wealth and yearly income p“r head of 
populofaon tn India are very low ond as such India as a 
vrho’e has a very small cqpaclty of giving credit 

The other factor that dH^nnlnes the ability to give credit 
depends upon that eff-ctive roachin‘*’y which tries to extract 
wealth from those who have a surplus of that and place 
it at the disposal of thos** who require It This machlrery 
is the development of banking Greater ts the development 
of banking In a country the more effective ts th“ machinery 
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for improving that Gauntry's ability to give credit. The work* 
ing of this machinery is very much facilitated by the use 
of suitable credit instruments. 

The use of credit instruments brings about the develop- 
ment of credit by adding to the confidence of those who 
supply credit and fixing the nature of responsibility of those 
who demand it. If credit in any transaction is supported 
by the use of a recognised credit instrument both the 
debtor and creditor know the exact nature of their powers 
and responsibilities and have not to depend upon some 
unknown, undefined, or uncertain customs or circumstances. 
We should note here that none of the preceding factors 
which contribute to the development of credit t.e., the deve- 
lopment of trade and industries, the development of ability 
to give credit by increasing surplus vrealth and the deve- 
lopment of banking, can develop credit in a country unless 
those who have surplus wealth are willing to give it to others. 
This willingness to give credit to others depends very much 
upon the confidence of creditors into the ways and means of 
getting back the credits given or advances made. 

Unless a person has confidence that he will get back what 
he lends according to the terms of the transaction, he would 
not like to advance his surplus wealth to others. This confi- 
dence of the people in general depends upon a sense of busi- 
ness morality; recognition of the principle of private ownership 
of wealth ; 'sanctity of agreements of payment, strength of the 
government of the country t.e., freedom from external and 
internal troubles; laws and law courts clearly defining the 
rights of debtors and creditors and helping the people in the 
enforcement of these rights; the standards of literacy of the 
people ; and their acquaintance with the modern ways and 
means of giving and receiving credits. 

We see that as compared to a few hundred years back 
credit in India today is highly developed. The present day 
volume of credit in India is several times of what it was during 
the times of Muslim rule in India, and the main reasons which 
have brought about this rapid development of credit in India 
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af© Boa© of those nenltooed o^ve, The establishment of 
British rule In India has brought a rapid derelopment of 
confidence and this coupled with the development of Joint 
stock banking has resulted In the rapid development of credit 
though as yet compared to other advanced countries of the 
world such as U. S A^, Unlled Kingdom, France, Germany and 
Japan, the development of credit In India is small. 

Advanlsges of Credit 

The development of credit brings with It numerous advan* 
tages both to th© Individuals and to the society Let us now 
examine some of the important advantages of the development 
of credit.*— 

(1) Credit enables indiv duals and institutions like Joint 
stock eemponles. partnership firms, trust bodies, etc , to tide 
over their temporary deficlenc es e! income in order to meet 
certain pressing emergencies of expenditure. At such times 
If credits are not available these persons will be forced to 
dispose off some of their vsluoble assets i^ order to obtain 
funds to spend them to purchase the commodities that they 
desire. This forced sale may bring them a great loss. 

(2) Secondly the development of credit enables those who 
have any surplus wealth to lend it to those who require it 
In order to earn something as interest If credit is not deve* 
loped, a good deal of such surplus wealth will remain idle and 
people will not have much inceniive to save, because men 
by nature generally give more importance to their present 
wants rather than their future needs For this reason a good 
deal of capital of/those men who can not make any productive 
use of it because they ore either Incapable or unwilling 
to do so, shall remain either Idle or be spent up in satisfying 
unnecessary or undesirable wants and thus be wasted. 

Population is continually growing and an increasing popu* 
'rdtron'^nodrfi’nave'mciwseinjroiiudutjn'ift.’hidL ‘/o. itctnriruvi 
of living may improve or remain at least the same Increas* 
ing production besides other things requires larger and larger 
amounts of capital. Thus saving something out of the present 
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income is necessary for every generation. We see that if 
credit is not developed this saving vail be discouraged. 
Consequently nev/er generations vrill not start v;ith any 
increased amount of capital, and as such production and 
v.-ith it the standard of living will continually fall and bring 
v;ith it distress and misery. 

' (3) The development of credit or ability to borrov/ enables 

a person v;ho has no capital or insufficient capital of his 
own to do business and earn a decent living for himself by 
borrovring capital from others and doing business v;ith the 
help of that. Thus vrith the development of credit# trade and 
industry are not the monopolised occupations of the fevr rich 
and wealthy only. It is nov; possible for a person, v/ho has 
not sufficient capital of his ovm. but has sufficient entrepre- 
neurial ability# to carry on a trade or industry by borrovring 
capital from others. 

(4^ Ability to borrovr whenever a person likes to do so and 
return the credit received vrhenever convenient has made it 
possible for a businessman to adjust his vrorking capital at 
different times according to the varying needs of his business. 
In brisk seasons vrhen he finds that his working capital is note 
sufficient he can borrovr capital from others, and in dull 
seasons vrhen he finds that he can not make good use of a 
big vrorking capital he can easily withdravr some of it from 
his business and return it to those from vrhom he took it. Thus 
neither in busy and brisk seasons he has to suffer for vrant 
of capital, nor in periods of depression or dull trade he is 
compelled to keep a big v/orking capital locked up in his 
business in a less productive form. This factor of credit is 
of very great importance in specially those industries and 
trades vrhose vrorking is seasonal such as sugar, ice# cotton 
ginning, etc. Marketing of agricultural products in India is 
also a seasonal trade and those v/ho carry it on need a large 
amount of capital for financing it v/hen the crops are 
harvested, but as soon as this busy season is over a good deal 
of their v/orking capital becomes released to be returned to 
the creditors or invested somewhere else. Due to insufficient 
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de7elopnient of credit people who carry on this business as 
well as the agriculturists suffer In this country. 

(5) When credit Is developed in a country exchange of 
goods takes place both against money and credit A good 
deal of commodities Is purchased against credit insiruoents 
and these Instruments In course of Hma are cancelled against 
each other. For example A purchases some goods from^ 
B against q bill of ezchonge. B endorses the same bill to 
C against purchase of some goods and C endorses It back to 
A against the purchase of some goods in whose hands the bill 
automatically cancels Itself Thus we see that goods exchange 
at three places without the use of money. In this way the 
development of credit economises lha use of metallic money 
and th^ national wastage due to wear and tear of metallic 
currency ts saved. 

(6) The development of credit enables the metollie currency 
of o country to meet the growing requirements of trade ond 
industry As a result of commercial and industrial revolutions 
there Is now continually an ever increasing production of 
goods In almost'' all the countries of the world. These goods 
come into the market for purposes cl exchange, ond os money 
is the medium of exchange they generally exchange through 
that medium In case credit in a country is not developed 
and all work of exchange has to be done only through the 
medium of metallic money, the general price level will reinafn 
low and go on decreasing as more of goods will have to 
exchange for the some quantity of money The result will be 
that the pnces will remain unnecessarily low and production 
will suffer Thus the development of credit in the form of paper 
currency ond credit intruments increases the volume of money 
and stabilises the general level of prices. 

In India when the ogncullural crops are harvested 
In the months of March and Apnl there Is a great demand 
of money m order to finance the marketing of these pro* 
ducU. The total amount of metallic and paper currency 
fs not able to meet the demand of money and generally 
there is a stringency in Iho money market in that season. 
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Consequently prices of agricultural products remain low 
and traders and agriculturists thereby suffer. This is 
due to the fact that credit in India is not sufficiently 
developed and the total volume of metallic currency, paper 
currency and credit is not able to adjust itself to th-s varying 
needs of money in the market. On the other hand in dull 
seasons there is a great volume of surplus currency in the 
market. This is commonly known as inelasticity of the 
Indian moneymarket and it can be removed by a temporary 
increase in the paper currency through expansion of credit. 
The increased credit of the brisk season will cancel itself 
automatically in the dull season. Thus the total volume of 
medium of exchange will be elastic or adjustable to its 
varying requirements in the market. It will expand in 
brisk seasons and contract in dull seasons, and as such 
prices on the whole will remain more or less the same at 
different seasons and the producers will not suffer unneces- 
sarily. Thus we see that the development of credit can 
enable the metallic currency of a country tolmeet the ever 
increasing and varying requirements of her trade and indus- 
try. It should however be noted here that an unnecessary 
expansion of credit in a country may promote imprudent 
investment and unhealthy speculation, and as such the 
country may be subjected to a financial crisis. 

(7) Another important advantage of the development of 
credit is that it makes it possible for a country to make a 
complete and most productive utilisation of its human and 
natural resources. We have already seen that if in a 
country credit is not developed a number of persons, who 
have no capital or insufficient capital but enough of entre- 
preneurial capacity, are not able to carry on business 
according to their capacity, i.e., they are either compelled 
to carry on those businesses in which the amount of capital 
that they have suffices or carry on a business on a lower 
scale. In both of these cases it is obvious that their entre- 
preneurial capacity is not fully utilised or that it is not used 

in the most productive form- wth the result that such 
28 


persons 
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08 well 08 the society suffers. On the other hand if credit 
,1s dereloped in a country. H Is possible to utilise the capa* 
cities of these persons in the most productive form. 

What IS true in the cose of persons Is exactly true in the 
case of other natural resources of a country as well. If 
credit is not developed a number of natural resources of the 
country such oa forests mines, woterfalls -etc., remain 
undeveloped or Inadequately developed due to lack of capital. 
We see that It Is not necessary that those who have the 
possession of these natural resources in any country may 
necessarily also have capital to work these resources to the 
best advantage Moreover the working of some of these 
resources requires such a loroe amount of capital which 
cannot convenianily be contributed by one individual 
only. Some industries require huge amounts of capital. 
Consequently If credit ts not developed industries like 
■hlpplnq. railway, telephone, telegraph, tromwof. mining, 
ete, remain undeveloped in splie of the existence in the 
country of noturol resources suitable for their development 
Further the working of Industries on a large scale requires 
huge amounts of capital which can not conveniently be 
contributed by one or two persons. If credit is not developed 
in a country, it shell not be possible to corry on industries 
on a large scale, and thereby the country shall lose the 
immense advantages of lorge scale production Thus we see 
that the development of credit In a country makes It possible 
for that country to make a most productive utilisation of tts 
human and natural resources. It Is possible thereby to 
organise Industries on large scales and to 'increase the 
efficiency of labour and capital by enabling Ihem to work 
in those industries where they give the maximum return. 

(8) Development of credit enables the government of a 
country to obtain funds for productive and unproducflve, and 
recurring and non recurring expenses. Government 'borrow* 
Inga are of two kinds *”^1) short term and (2) long term. Short 
term borrowings of the government, ore mode only to adjust 
the Irregularities of collection of the government revenue, and 
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at the end of each financial year l^e government pays back 
almost all the short term borrowings made during that year. 
Long term loans of the government are taken for two pur 
poses i.e. productive and unproductive purposes. Sometimes 
the government of a country needs a big sum of money in 
order to carry on a war to maintain the political freedom 
of the country or save the country from foreign aggression. 
In olden times when governments were monarchical, kings 
used to have big personal treasuries, but in modern times of 
democracy governments do not have any big reserve trea- 
sury, and therefore for all such emergent expenses there 
is the need of raising loans for long periods of time. 

Further there is a large number of industries of public 
utility in whose case it is highly desirable that there should 
be a monopolistic organisation. Such industries can suitably 
be carried on by the State only e g., Postal, Telephone and 
Telegraph industries. Moreover industries for which a good 
deal of land has to be acquired on cheap terms such as tram- 
ways, canals and railways a"re also suitable for State working. 
Sometimes an industry is new and the cost of making its 
experiment is very high, the risk is great, and therefore private 
enterprise does not come forward to take^iit up, such as alumi- 
nium industry in India sometime back. In order to start or 
carry on these industries the State requires huge amounts of 
capital. The development of credit enables the State to aquire 
this capital in order to carry on these industries, which in 
the absence of development of public credit either remain 
undeveloped or carried on in an inefficient manner. Thus 
we see that the development of credit is advantageous to the 
capitalists, labourers, traders, industrialists, consumers, and 
the society as a whole. Briefly speaking the better is the 
development of credit of a country.^the greater is its economic 
advancement such as we find now in countries like U. S. A., 
United Kingdom, Germany, Japan, etc. But one thing which 
must be kept in view here is that the proper development of 
credit in a country presupposes the existence of a highly 
organised monetary system. 
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Credit %n{] Capital 

Does credit create wealth or cjplta! ? Some persons assert 
that credit crealjes wealth There are others who say that 
credit does not create wealth but creates capital. There Is 
a good deal of controversy about It Let us now examine here 
briefly as to how far either of the assertions is true and correct 
Credit Is defined as the transfer of wealth from one person 
to another for a temporary period of lime with a stipulation 
of its value being returned back. Thus credit presupposes 
the existence of wealth which is transferred This transfer of 
wealth may be for a productive or unproductive purpose, t e , 
the debtor may use the amount borrowed in some troda 
Industry or other productive occupation, or may consume it 
in order to satisfy some of his wants If the borrower uses the 
amount lent to him In some productive way, there is no doubt 
that that much of wealth transferred under that credit tran* 
saclion becomes capitol and in course of time oreotes 
additional wealth Thus we see that all idle money borrowed 
for productive purposes creates capitol directly end in cose 
the industry in which it is used turns out to be successful It 
also Indirectly creates wealth On the other hond if credit 
is advanced for cn unproductive purpose t e consumption, it 
brings, some income to the creditor os Interest and from his 
point of view it may be treated os capital, but from sccial or 
notlonol point of view K Is not copital Thus such a credit 
creates neither capital nor weollh 

Many persons who assert that development of credit 
creates capital, assume that those who have surplus wealth do 
not iriake any productive use of that, and as such its transfer 
from those hands into hands where it is used in a productive 
way is really creation of capital. The above assumption could 
be true and have some force at a time when banking was not 
developed and people generally preserved their surplus wealth 
by burrying if under*groancf or in iron cftfsts; 

but in modern times It Is difficult to find men in general, who 
do not make any productive use of their surplus wealth. At 
present the fact is that those who have any surplus wealth do 
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make some productive use of that, though it may not be as 
productive a use as it may be possibleifor its borrowers to do. 
Thus in a country where credit is not at all developed it would 
be correct to say that its development has created capital, 
for it converts the existing idle wealth into productive capital 
On the other in a country where credit is already developed/ 
it would be incorrect to say that its further development 
has created any capital/ though it would be correct to say 
that it has enhanced the productivity or efficiency of its 
capital. Thus in modern times in most of the countries further 
development of credit does not create capital, but enhances 
the efficiency of the existing capital. Indirectly the development 
of credit creates both additional wealth and capital/ which 
are useful for the society or people of a country. As such 
development of credit in each country should be encouraged 
by all possible ways. 

Questions 

1. Describe briefly the factors which contribute to the develop- 
ment of credit in any country. 

2. What are the advantages of the development of credit in any 
country ? Describe briefly. 

3. Credit creates capital.* Comment on this statement pointing 
out the extent upto which it is true. 

4. Wfhat is the effect of the following on the credit development of 
a country 

(a) Development of banking, 

(b) Use of credit instruments, and 

(c) Fall of general price level. 

5. Development of credit is useful not only to persons directly 
concerned, but to the vrhole society.' Justify the truth of the statement. 


CHAPTER XIV 
CREDIT INSTRUMENTS 

No discussion of credit and the various problems relating 
to it is complete vftthout a reference to the various credit 
instruments. lA crediti instrument is’a written agreement, 
which contains the various terms and conditions on which 
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a pQrllcular credit has been given or token. These terras 
and conditions define the relation of the debtor and the cre- 
ditor or their different rights and responsibilities. Many of 
the credit instruments ore also transferable ie, they can 
be transferred by their holders to other persons in payment 
of debts or other obligations Thus when in any transaction a 
credit instrument is used, credit may not stop only at the place 
where It originated, but may circulate through that fnstru 
ment from hand to hand till it Is finally paid and cancelled. 
Thus the use of credit tnatwmsnta encourages the develop- 
ment of credit In a ccnintry in two ways Firstly they 
put the credits into a tangible form and fix the exact rights 
and responsibilities of the parties and thereby add to their 
confidence Secondly they enable the credits to be trans- 
ferrod from one person to another according to the conve- 
nience of the parties Both of these factors help the dere 
lopmenf of credit in a country very largely ond os such the 
use o! proper credit instruments should be encouraged in a 
country In all possible ways 

One way In which the ^e of credit instrumenls can be 
encouraged in a country is me making of statutory lows that 
would govern those documents These laws should be definite 
and as far as possible uniform throughout the country Bills 
of exchange promissory notes cheques and hundies are 
some of the credit Instruments that are very commonly used 
in every commercial country They ore used In India as 
well . but for bills notes and cheques in India there is the 
Indian Negotiable Instnirnents Act 1831 which clearly defines 
the rights and responsibilities of the p irtles connec’ed with 
ihe use of these instrumentf For Aaodies there Is no codi- 
fied law in this country Ayptesenl they are governed by 
different customs of the diiwenl localities and In case there 
is no definite custom with regard to any point of dispute 
connected with them it is decided occording to the 
Indian Negotiable Instruments Act. It ^ would be much 
better and encourage the use of hundies on a larger scale. 

If the law relating to them as well be codified and made 
uniform throughout the country Moreover the use of credit 
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instruments should be encouraged by the State in other 
v^ays also. Exemption of cheques from stamp duty accord- 
ing to the recommendation of the Hilton Young Currency 
Commission 1926 vras a very right way of encouraging the 
use of cheques in India by the Government. This should be 
continued and the use of hundies and other credit instru- 
ments also should'.be similarly encouraged by reducing their 
stamp duties and standardising their forms. 

Specimen of a Cheque 
B/28. 

238/A44005. 

Lucknovr, let December, 1944. 

The Central Bank of India Ltd., 
Lucknovr Branch. 

Pay Messrs. Bala Prasad & Sens- 
or order Rupees Four Hundred and 
Sixty, Annas Eight only. 

Rs 460/8/- R. D. Sinha. 

1. Cheque . — Cheque originated in England. Upto 1708 
banks in England issued notes payable to bearer on demand, 
but the Act of that year forbade the issue of such 
notes. The London private bankers thus became incaprable 
of competing vrith the state-protected Bank of England vrhich 
had the monopoly of issuing notes in the metropolitan area. 
Hence compelled to find some means for retaining their 
business in face of the competition of the Bank of England, 
the private bankers resorted to a practice vrhich later on 
develojDed into the modern cheque system. *'The original 
form of the gold-smith's note had been a vrritten request of 
the customer that the gold-smith should pay a certain sum 
out of the customer's money to a named payee. In July, 1729 
printed forms for their notes v/ere first issued by Messrs. 


B/28 

238/A44C06. 

let December, 1944. 

Bala Prasad & Sons., 
25, Aminabad, 

Lucknovr. 

In full settlement of 
account Rs. 460/8/- 

R. D. S. 
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Child & Co . these forms being similar to the modern cheque 
in that spaces we-'e left for the customer to fill in the name 
of the payee and the sum payable The London bankers 
encouraged this practice os it enabled them to compete with 
the Bank of England, and. about 1730. discontinued the 
issue of notes in favo ir of the issue of these printed forms of 
cheques, by the use of which depositors could withdraw upon 
demand such amounts as they required, or by means of 
which they could instruct their bankers to make payments to 
third parties The new system proved a complete success, 
and when a clause In the Bank Act o^ 1633 permitted the 
establishment in London of Joint stock banks for all banking 
business except note issuing, a number of corporate banks 
were formed with the principal object of accepting deposits 
wlthdrawab’e on demand by cheque.*** 

In India the cheque system came with the establishment 
of early Europeon Agency Houses such as f/essrs Alexander 
& Co , Fergusson & Co . etc Most of these firms came 
Into existence sometime in the middle of the eighteenth 
century. They were trodlng firms but for the benefit of their 
constituents they also combined the business of banking, 
and became the predecessors oi early joint stock banks of 
India. They were already acquainted with the cheque 
system oi English bonks and introduced the same in this 
country In India also uplo 1861 banks were allowed to issue 
notes Consequently upto that year the main business of 
Joint stock banks was to issue notes , but when in thot year 
the Government of Indio deprived them of this business, they 
began to specialise in deposit banking and cheque system 
Later on the Indian joint stock banks formed mostly in the first 
decade of the 20th century also took up the business of deposit 
banking and cheque system, but owing to illiterocy and want 
of clearance facilities, the cheque system has not yet 
developed into this country sufficiently. Most of the payments 
in India today are mode in legal tender, whereas in England 
the use of cheques Is very popular. Recently some of the 
IBsnLer & Customer 1} & E Ihomst & 7 



CREDIT INSTRUMENTS 


225 


Indian banks such as the Central Bank of India have' 
begun to issue cheque forms in Indian languages. This is 
expected to make the use of cheques more common and help 
the development of credit into the country. 

Legally a cheque is an instrument in writing, containing 
an unconditional order, drawn by a person upon his banker, 
signed by the maker, directing the bank to pay a certain 
sum of money only, to, or to the order of a certain person, or 
to the bearer of the instrument, and not expressed to be pay 
able otherwise than on demand. From this definition it 
can be noticed that a cheque must be in writing ; it is 
dravm by the customer of a bank who has money deposited in 
his account or has arranged for an overdraft from the bank ; 
it is payable to bearer, self, or a certain person, or to the 
order of any one of these persons ; and that it is expressed 
to be payable always on demand. Thus we see that a 
cheque is also transferable. In transferring or sending 
cheques to persons residing at a distance, there is the danger 
that a cheque may be lost and may come into the possession 
of a v/rong person, and as such payment from the drawee 
bank may be obtained by that unlavjful holder. To save a 
cheque from this danger it may be crossed. 

Crossing of a cheque means drawing of two parallel lines 
accross the face of a cheque, with or without mentioning the 
name of any bank in those lines of crossing. The former is said 
to be a Specially Crossed Cheque, while the latter is said to bo 
an Ordinarily Crossed Cheque. Payment of a specially crossed 
cheque can be obtained from the drawee bank only by that 
bank, v/hose name is mentioned within the lines of crossing. 
On the other hand payment of an ordinarily crossed cheque 
can bo obtained from the drawee bank by any bank collect- 
ing the cheque on behalf of the holder. Thus in all crossed 
cheques payment by the drawee banks is not made directly to 
the holders on their presentation at the counter, but to some 
particular or any other bank as required. This insures safety or 
correct payment of the crossed cheque to the right holder, for if 
Q crossed cheque is collected by a bank for an unlavrful holder, 
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tbs collactlng banker becomes responsible for fhal to the pay- 
ing banker. Thus a crossed cheque remains safe In transit. 
WjJh the de7©Iopmant of modara banking the use of cheques 
has become very popular. They have become a good subs* 
litute of legal tender money and thereby economise the use 
of it too very great extent. Cheque Is a negotiable fnslru- 
menl and In Indio It Is gorerned by the Indian HegoBable 
Instruments Act 1831. 

Specimen of a Bill of Exchange 
Ho. 234. Allahabad/ 

The 15th October/ 1944. 


Three months alter dole pay to us or order 
the sum of Hupees Five Hundred only/ for 
voTue received. 


For Sodao Lol & Soni/« 
Yugal Ktskore Khanna, 
Idor/oglng Partner. 

To 

Messrs. 1-lagtn Bros . 

1-lall Food/ 

Cawnpore. 

3, B»II o/ £tcftanfl'C.“’Bllls of exchange are Instruments 
camparallvelj of modem origin. According to C. J Cookbum 
they were first used by the Florentines In the tvrellth and by 
the Venetians la the thirtee'ilh century. I/alet on they lound 
their way slowly Into France and England. In India In 
their Indigenous form known os ifundi. they are supposed to 
have existed even In early Hindu limes In their modem form 
they coma into this country during the 18th century when 
several English, French, Dutch and Portugese trading firms 
esiabllshed their businesses at the varlo-is port towns of India. 
In other Important countries of the world bills of exchange 
and promissory notes are popular. They are commonly used 
and are very convenient mediums of giving and taklog 
commercial credits. In India their use Is not very common 


Rs. 500/*. 

Stomp. 

As. 9. 
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as yet for the reason that people find hundics as good 
Eubstiiutes of these doouments. Sundics are v/ritten in Indian 
vernaculars and most of the merchants of this country/ being 
not educated in English, find it more convenient to use 
hundies rather than bills of erchange or promissory notes. 

A bill of ezchange is an unconditional order in v/riting, 
signed by the maker and directing a certain person to pay 
a certain sum of money only, to or to the order of a certain 
person, or to the bearer thereof. Thus v/e see that a bill of 
ezchange is a good credit instrument. It puts a debt into a 
tangible form and fizes the date of its payment. It is also a 
transferable document, and the credifor or the holder/ if he 
so likes, can transfer it to another person in settlement of his 
own account or to obtain cash before the instrument becomes 
due. A bill of ezchange may be inland or foreign or payable 
to a certain person or to the bearer of the instrumenL 
It is a good representative of money and easily transmissible. 
Thus it obviates the trouble and ezpense of transmitting 
coin or legal tender money, and its use on a large scale helps 
the development of credit in a country to a great eztent. In 
India at present bills are used only in a fevr important 
commercial centres, v/here people have picked up vrestem 
methods of business. In order to develop the credit system of 
this country the use of bills of ezchange should be encouraged 
in all possible vroys, and much in this direction can be done 
by the Reserve BnnL the Imperial Bank and other commercial 
bonks of the country. 

Specimen of a PromisEory Note 

Cavmpore, 
10th May, 1944. 

Rs, 900/-. 

Three months after date I promise to pay 
the Kamla Vfoolen Mills Co., Ltd., Cavm- 
pore, or order, the sum of Rupees Nine Hun- 
dred only, for value received. 

Nand Earn, 
General Merchant' 


Stamp. 
As. 15. 
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3 Promitsory Note—K promissory note Is an Instrument 
In writing (not being a bank note or a currency note) con 
talning an unconditional undertaking signed by the maker to 
poy a certain sum of money only to or to the order of a certain 
person or to the bearer ol the instrument Thus a promissory 
note must be In writing ond must contain an unconditional 
promise to pay q certain sum of money only to a certain per 
son or to the beorer thereof The promise to pay may be after 
a cerfain lime or on demand but It must be noted that 
Section 22 of the Reserve Bank of India Act 1934 prohibits 
the issue o! a demand promissory note payable to bearer 
by Qny other person except the Reserve Bank *In India the 
Issue of such promissory notes Is the exclusive monopoly of 
the Reserve Bank of India 

As bills of exchange so also the promissory notes came 
Into use In India with the develojiinent of Indo'European trade 
and modern bonking Consequently the use of these notes Is 
as yet limited only to a few important commercial centres 
and among business men who have adopted the western 
methods of business Most of the other merchonts of the 
country who do business on the Indigenous style use Aundtes 
for (heir credit transactions A promissory note may also 
be Inland or foreign or payoble to a certain person or bearer 
but as oiready pointed out before it can not be payable 
both to bearer and on demand As it is a promise it does not 
require any acceptance like a bill It is a negotiable instru 
ment and can be transferred from one parson to another In 
payment of debts or other obligations Thus like bills oi 
exchange their use also on a large scale develops credit in 
a country to a great extent For this reason like bill the use 
of this instrument also should be encouraged in all possible 
ways In Indian vernaculars a demand promissory note is 
said to be Jfuggo /ndul Taldb and along with its receipt is 
very commonly used by the Ind genous bankers of this country 
in their money lending iransonctiont According to the 
Indian Limitation Act IX 1908 Artlclo 59 a demand promote 
unless renewed remains enforcible for a period of only three 
years from the dote of its making 
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English Translation 

No 

Presentation Date. 

Shri, 

Stamp. To pleasant and prosperous town Bom- 

bay# the abode of merit therein to Bhai 

(brother) written from Halhras 

by Chunni Lai Ratan Lai, whose greetings you be pleased to 

accept. Further a hundi is drawn for Ps in words 

Rupees twice of Rs the 

double of which, in favour of Bhai (brother) 

Immediately on presentation of this hundi, you will please 
pay the amount thereof in current coin to the presenter, after 
ascertaining his respectability, title and address. 

Samvata Date (Indian) Date (English) 

Signature 
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4 fl’uncfj— /funrfi is oTemocular term and meons on 
indigenous credit instrument of India It is perhaps the 
oldest surviving form of a credit Instrument of India Usually 
a hundt is a written unconditional order though It may also 
be a conditional order, made by one person upon another for 
the payment of a certoin sum of money on demand or after 
a specified time, lo a certain person or to the bearer thereof. 
Thus a kundi may be a conditional or unconditional order 
and in this respect it differs irom a bill of exchange. Further 
it may bs payable on demand or after some specified time 
It may be payable to bearer or order A hunJi is generally 
written in Murya or Hindi and iokes the form of o letter 
rather than a formal business credit document In India the 
use of hundtea is very common specially omong the indigenous 
bankers and traders who carry on business according to 
the old Indigenous system The Indion Negotioble Instru- 
ments Act ISsl does not govern the indigenous instruments 
bke Aundses. They ore governed by custom. ConsequenUy 
both their forms and rules that govern them vary from 
place to ploee They ore not stondardlsed documents. 
The present case low on hundie» is also extremely confusing. 
Modern joint stock banks s ill treat them os pariahs and 
feel shy of dealing In them Like bills and promissory notes, 
bundles also require stamp and are negotiable Inslruments 
Hundies account lor a good deal of development of commer- 
cial credit in India, but as they do not receive sufficient 
encouragement i’om the State or the modern Joint stock banks 
their use is continually declining in lace of the compeilllon 
of modern bills of exchange and proralssory notes 
Specimeo of an I O U. 

227, Canning Road, 

•Jq ' Allchabad. 

Messrs. Mohan & Madao, August 25> 1944. 

JhonstongonJ/ AHahabad. 

I owe you the sum of Rupees five Hundred only. 

For Kapoor Bros < 

L. P. Kapoor, 
Senior Partner. 


Rs 500/-. 
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B. 10 I/’.— This means' I owe you This is a document v/hich 
acknovdedges a debt. In this document the maker acknow* 
ledges that he ov/es a certain amount of money to another 
person v/hose name is written in the document, but for the 
repayment of it no time is fixed. This document is not trans- 
ferable. It creates credit only betv/een two parties i.e., the 
person in whose favour the document is made and the 
person v/ho signs it. In this respect this document is different 
from a cheque, bill of exchange, promissory note or hundi. 
Thus with the use of I O U. credit development is only a 
restricted one, whereas with the use of other credit instruments 
It becomes extensive or circulatory. This document is used 
in a few commercial transactions between traders, but neither 
in India nor in other countries of the world its use is popular. 
It has greatly been substituted by modern bills of exchange, 
promissory notes, hundies, etc. As an I O U. is merely an 
acknovdedgment of debt, it does not require any stamp, 

6. Government of India Promissory Notes . — These are 
promissory notes which were issued by the Government of 
India in different years from 1842 to 1900. They are irre- 
deemable i. e., they are repayable to the holders at the option 
of the Government after giving three months notice, and as 
such no time of repayment is fixed for them. The Government 
pays interest from 3 to p. c., per annum to the holders of 
different notes. They are transferable. Consequently they 
are sold and purchased every day in the Indian Stock 
Exchanges of Calcutta and Bombay, and their quotations 
appear in the daily market reports that are published in the 
different news papers. The Government Promissory Notes are 
governed by the Indian Securities Act X '9 !0. It is difficult 
to say whether they are nego'i ible instruments within the 
meaning of the Indian Negotiable Instruments Act 1831, 
though the English Law would undoubtedly regard them as 
negotiable instruments. Interest on these notes is payable 
by the Government half-yearly, and they are not free from 
income-tax. They are transferable with the approval of the 
Government or the Issuing authority. These notes had 
helped the Government to obtain funds for meeting certain 
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non recurring expenses and have not now been issued from 
a long time. They ore a useful source for a permanent 
Investment of money on moderate rates of interest, but 
the money gets looted up with the Gorernment and is not 
available to the Industrial and commeroial class of men of 
the country. They help (he development of credit of the 
country to a smell extent. 

7. Government Bonds— Theseoro securities or certificates 
Issued by the Government of India or Provincial Governments 
to the subscribers of various loans floated by them from time 
to time for productive and unproductive purposes For 
convenience of accounting the values of these bonds are fixed 
at Rs. 100 each or amounts that ora multiples of one hundred 
rupees They carry Interest at fixed rales and may be 
issued at a discount, a premium or ot par. They are repay* 
able at the end of certain fixed periods of time The repay* 
nent may be ma te in whole or In instalmsnts The date or 
dates of repayment ore mentioned In the bonds, for example 
Government of Incjia 3 per cent 1946 Defence Bonds; 
4} per cent. U9SS'60) Bonds; 5 per cent. (194V60) Bonds; 
2| per cent (1943*521 Bonds, etc. If there is only one data 
mentioned such as 4 per cent 1945, it represents the year 
when the Joan will be repaid by the Government in full in 
one Instalment, On the other bond If two dates are mentioned 
such as 2l per cent. (1943-52). It means that the loan will not 
be paid back before 1946 or oiler 1952. Within these two 
dates on giving 3 months notice the loan would be paid back 
by the Government at any time either In on% instalment 
or several Instalments spread over from 1946 to 1952. 

Interest on these bonds is paid by the Government at the 
fixed rates every haH*year Some of them are free from Income* 
tax deduction while others are not. They ore a good medium 
for bolh Central and Provincial Goverrmenls to obtain funds 

for non recurring expenditure. In the Indian Stock Exchanges 
of Bombay and Calcutta these bonds are sold and purchased 
every day, end their quotations appear in the different 
market reports. These documents can be transferred by 
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Iheir holders to other persons v/ith the approval of th» 
Government or the issuing authority. They form a very 
suitable medium for the various Government bodies to obtain 
long period funds for different non*recurring expenses and h*lp 
the development of public credit. The banks of this country 
invest some of their funds in these Government Bonds. 

In other important countries of the v/orld as v;ell such secu* 
rities are issued by their governments from time to time. For 
example in the United Kingdom some of these loans in force 
sometime back vreie Conversion Loon per cant.i War Loan> 
Victory Loan< etc . and they v/ere quoted in the London Stock 
Exchange at £ 107i, £ lOS. and £ 1 15?r respectively. One 
more point v/orth noting in this connection is that the 
government of a country may float such a loon inside its own 
country or in case it finds cheaper money in some foreign 
country, the loan may be floated by it in that foreign country. 
For example some of the loans raised by the Government of 
India in the London Money Market some time back wore 
Indian Loan 5 per cent., Indian Stosk 3 per cent.. Indian 
Stock per cent , etc. 

8. Exchequer Bills . — During the World War of 1914-18 
these were issued in large numbers in the United Kingdom, 
but after that they v/ere replaced by Treasury Bills. They 
were bonds payable to bearer and were repayable after a 
fixed time say 1. 2. 3 6. or 12 months from the date of issue. 
They v/ere commonly issued at a discount and v/ere repayable 
at par. the difference betv/een the two amounts represented 
interest allov/ed to the subscriber for the period of the bill on 
the amount advanced. They v/ere transferable documents 
and constituted a good source for the Government to obtain 
short period funds to meet its emergent expenditure in an- 
ticipation of the collection of its yearly revenue. 

9. Treasuru Bills , — In India for the first time these’ 
bills were issued by the Government on November 25. 1790 
to raise money for war purposes and are issued even now. 
Then they were made also legal tender for all payments to 
the Government. The form and procedure of issue of the 
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old treasury bills were slightly different from thus- of modern 
treasury bills but the underlying principle has all along 
been the same 1 e issue rn anticipation of collection of public 
revenue These are bills payable after a duration of Ihiej 
six nine or twelve months from the date of issue They ore 
sold by the Government of India by inviting tenders to the 
persons who quote the highest rales Tenders are invited from 
the pub 1C for a specified amount The tenders are opened on 
Tuesdays and the highest tenders that is tenders demanding 
the lowest rates of discount or interest aggregating to the 
amounl regu red are accepted The tenderers are then given 
the treasury bills on payment of the amounts due The 
Government is not bound to accept any tender whatsoever 
The amount of tenders accepted by the Government dep-nds 
upon its needs and the rates of discount demanded These 
biJJs ore issued ot a discount ond ore repayable ot psr the 
difference being the interest that the purchaser earns for the 
advance of his funds 

If the entire amount required against offer of treasury bills 
18 not received when allotment is made on Tuesday Govern 
ment sella at a fixed price during the following week what ore 
known os Intermediate Treasury Bills Usually the rate of 
discount allowed for such bills is the average rate allowed on 
the accepted tenders on previous Tuifsday These biUa 
constitute a good medium for the Government to raise funds 
for short periods of time These bills perform a useful function 
during the slack season of the money market, because the 
investers generally traders and bankers thereby ore enobled 
to Invest their surplus funds at profitable rales Banks in 
India generally resent the issue of these bills because thereby 
they find the Government a strong competitor for merchants 
surplus money seeking short term investment But for the 
investers these bills are on excellent form of security because 
there is nO risk of any capital depreciation and in cose the 
holders be in need of ready /money they can very easffy 
discount the bills held by them with bonks or other financiers 
in the market These are transferable documents and help 
the development of short period credit very largely. 
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10 Treasury Notes . — Treasury Notes of £ 1 and 10 Shil- 
lings were issued in England in 1914 as a War emergency 
measure. T aey were secured by a reserve of silver bullion, 
notes of the Bank of England and certain government securi- 
ties. They vrere put into circulation through the Bank of 
England and were made legal tender for all payments. Can- 
sequently they were highly transferable from person to person. 
Although theoretically it was possible for the holders of these 
notes to obtain gold in their exchange, yet gold was rarely 
paid out. During the War of .9 4- '8 these notes formed the 
bulk of till money of banks in England, but soon after it they 
were withdrawn from circulation. 

11. Council Bills . — Every year the Government of India 
incurs various expenses in England. They are commonly 
known as 'Home Charges' and amount to about £35 millions 
a year. They are pai^ every year by the Government of India 
to the Secretary of State for India, who disburses the amount 
in England on behalf of the Indian Government. For this the 
Government of India has to remit every year to the Secretary of 
State for India a large sum of money. Some time back for this 
transfer of funds from India to England the procedure usually 
adopted was for the Secretary of State to draw a number 
of rupee demand drafts on the Government of India ond sell 
them in England by inviting tenders. These were commonly- 
known as Council Bills’ and used to be alloted to the highest 
tenderers. They were generally purchased by English import-- 
ers v;ho had to remit money to-India for goods purchased. 
Thus the Secretary of State for India used to obtain funds in 
pounds, shillings and pence and make the necessary payments. 
Th“se' droits v/ere then forv/arded by their purchasers to 
their Indian creditors and used to be paid out here, on behalf 
of the Indian Govsrnment, through the various branches of the 
Imperial Bank of India. If any person in England desired 
to remit money to India immediately, he could purchase from 
the Secretary of State for India a Telegraphic Transfer, which 
was really a Council Bill in a telegraphic form. For this he 
'VQs required to pay a price slightly higher than the price of. 
Council Bills, 
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TheBe credit InBlrumentB were oreat]7 used by merchants 
in England to pay roH their Indian exporters. Both the 
Council Bills and Eupee Telegraphic Transfers were tranaier 
able documents. Since 1923< the <jbove procedure of reroitt' 
Jng funds from India to England by drawing Council Bills 
or Telegraphic Transfers has been more oriless abandoned. 
Now the Government of India usually putchasea in India 
sterling bills through the Reserve Bank o! India and forwards 
them to the Secretory of State for India, who obtains funds ii^ 
Englond by collecting or cashing these bills and Incurs the 
expenses on behalf of the Indian Government In case funds 
ore required In England by the Secretary of State Immediately, 
the Government of fndia remits money by purchasing Sterling 
Telegraphic Transfers. Now these purchases of sterling in 
India are made sometimes by Inviting public tenders, while at 
other times by private purchase Fo{ vorlous reasons this 
procedure of purchasing sterling drofts Is recorded as better 
thon the eld procedure of drawing Council Bills 

IS. Reverse Counci7s.*“Some iime back when the 
Government of India desired lo obtain any funds front the 
Secretary of State for India, the Governor General of India 
In Council used to draw a ntimber of sterling demand drofts 
upon the Secretary of Stale for India and used to sell them 
here to the highest bidders (really means those who quoted the 
lowest exchange rates! by InvlUng tenders These drafts were 
known as Reverse Councils' and were paid for by the Secretary 
of State for India In England out of the Exchange Standard 
Reserve. These drafts were drawn by the Government of 
India also on occasions, when the rate of exchange tended 
lo foil below the lower gold point. They used to be purchased 
here in India by those who hod to send money to England t e., 
the Importers of goods Indian parents who desired to send 
money to their vrards receiving education In England, and 
those Engllsh’roen In service or trade In India who desired to 
send money to their family members in England. In financial 
circles In India the sale of these Reverse Councils was also 
known by the name of 'Sole of Sterling by the Government*. 
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RevGrBQ Telegraphic TrariBfera could also be obtained 
by those who desired to remit money at once/ but for these 
they had to pay a price slightly higher than the price of 
ordinary Reverse Councils. Both the Reverse Councils and 
Sterling Telegraphic Transfers were transferable credit 
instruments Now the sale of these Reverse Councils has 
been abandoned by the Government of India and this work 
is done for it by the Reserve Bank of India, 

13. Postal or Bank Cash Celificate . — A Postal Cash 
Certificate is issued by any post-office to any person 
who pays the price in cash according to the amount fixed 
by the Postal Department for the time being. Postal Cosh 
Certificates are of different denominations e. g., Rs. 10/-, 
Rs 50/-/ Rs lOO/-, Rs SOO/-, Rs 1000/-, etc. They are issued 
at a discount and are repayable at par after five years, the 
difference being the amount of interest that the purchaser of 
a certificate earns on his investment for those five years. 
The holder of a postal cash certificate, if he so desires can 
obtain cash from the post-office also before the maturity of the 
cerlificate. The amounts that a person can obtain for a cash 
certificate before its due date and at different intervals of 
time after the date of its issue are shown on the back of every 
certificate. These amounts are graded progressively accord- 
ing to the time that passes after the date of its issue. For 
cashing a certificate before the expiry of one year from the 
date of its issue, no interest is allowed. After that pe iod 
amounts that are payable at the end of each quarter of a 
year are shown. 

The amount at which a postal cash certificate of a 
particular denominalion can be purchased differs at different 
times according to official onnouncements, which are 
based on the tluctuations of the bank rate and the market 
rales ot interest. A postal cash certificate is issued in the 
name of a person. Consequently it is not a transferable docu- 
ment These certificates offer a good source of secure invest- 
ment of small sums of money. A good deal of money of this 
country is invested in them and they have become very 
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popular. Some of the banks such as the Central Bank of 
Indio Ltd . Bombay, The Jwala Bank Ltd., Agra, etc , have also 
begun to issue cash certificates of the postol type payable at 
the end of various stipulated periods of time During the 
present war the Government of India Postal Department kaa 
also begun to issue 10 Tears Defence Savings Certificates, 
which are also very much like ihe Postal Cash Certificates 
Specimen of a Bank Draft 

No 45830 
140/2345 

Allohabad Bonk Limited 

= Aliihated to the P & O. Banking Corporation Ltd 
o 

q" Rb 100/* Allahabad, the 6th of February 1^44 

tr 

Pay to Babu Gaya Prasad or order 

g] Rupees One Hundred only and place 

s the same to account of the Allohabad Bonk Limited. 
M Allohobad Grarch. 


^ ' To For the Allohabad Bank Limited, 

' The Manager. R. D. Singh, 

Allahabad Bank. Agent. 

Calcutta. G N Tendon, 

Accountant. 

14. Bank Braft —A bank draft Is a bill of exchange 
drawn by one bonk upon one of ll» own branches, which may 
be situated within the same country or In some other country 
of the world, directing the latter to pay a certain sum of 
money to. or to the order of a certain person. When a 
banker issues a bank draft ho generally asks the customer lo 
fill in a form whereby the fatter has to intimate whsfher his 
account should be debited with theamount of the draft or he 
shall send a cheque to the banker lor Ihe said amount. A 
bonk draft is generafly payable on demand and hence 
needs no acceptance, and no doys of grace are allowed for 
its final payment A bank draft may be inland or foreign. 
Foreign bank drafts are generally more popular than the 
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inland ones. A. bank usually charges a commission on 
granting or issuing a bank draft. In case of a foreign bonk 
draft the person v/ho desires to have it, is required to pay 
here in Indian currency an amount calculated according to 
the current rate of exchange plus commission of the banker. 
A bank draft is a negotiable instrumen t and can be trans- 
ferred by indorsem'ent and delivery. Though generally a 
bank draft is made payable on demand- yet it can also be 
mode payable after a certain time. 

A bank draft may be dravm by one branch of a bank upon 
another branch or the head-office, or by the head-office 
on any of its branches According to English Lavr a bank 
draft drav/n by one branch upon another branch of the 
same bank or on its head-office, or by the head-office on any 
of its branches can not legally be regarded as a cheque or 
a bill of exchange. The drawer and fhe drawee of such 
drafts constitute only one legal person, while according to 
Section 3 of the English Bills of Exchange Act 1832, a bill of 
exchange or cheque must be dravrn by one person upon an- 
other. Thus In England bank drafts are legally considered 
as promissory notes. On the other hand according to 
Section 5 of the Indian Negotiable Instruments Act 1981 in 
India it is not necessary that the dravrer and the dravree of 
o bill of exchange must be ind^pendant parties. Hence in 
India such bank drafts can be legally treated as bills of 
exchange. Further if a bank draft in India is dravm payable 
on demand it can legally be treated even as a cheque. It 
should hovrever be noted here that in India according to 
Section 2 ' of the Reserve Bank of India Act 1934, a bank 
draft can not be made payable to bearer as vrell as on 
demand, for the issue of such documents novrts the exclusive 
monopoly of the Reserve Bank. A bank draft is more 
advantageous than a money-order or postal-order, because 
it can bo obtained for any amount, and that it is fully 
negotiable instrument unless its transfer is restricted by 
making it payable to a named person only. 

A banker must pay a bearer bank draft only to a holder 
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in due course, and in cose he does so he becomes free from 
his liability to any other Iperson by virtue of Seciian82(c) 
of the Indian Negotiable Instrument Act *891 On the ether 
hand it Q bant draft is payable taorder. which is generally 
the case, the banker should pay it only when the draft 
purports to have been indorsed by or on behalf of the payee, 
and then only he will be discharged from his liability if he 
pays it in due course A b mk draft can also be crossed ; but 
the crossing of a bank draft has no legal significance, though 
in practice o banker usually! endeavours to abide by the 
obvious Intentionsl of Ihe drawer or holder. ’'Further it 
should be noted that the term * banker's draft ' does not 
include drafts on demond'or ofter sight or after date drawn 
by one banker upon another, lor such instruments ore merely 
cheques or bills of exchange, and os such are subject to all 
the statutory provisions relating lo those instruments Neither 
does this term include drafts or orders drawn by one banker 
m favour of another banker for the settletnent of clearing 
differences or other acceunte between (he bonkers concerned. 
Documents of the latter kind ore described os 'bankers' 
payments and are exempt from stomp duty 


Specimeniof m Book Post Bill 
Central Bank of India Ltd . Bank Post Bill. 


Ho* 1264. Central Bonk of India Limited. 

Lucknow. October 15. 1944 


Thirty doys after eight I promise to pay this, 
my sole blU of exchange, lo Mr K C Khanna, 
or order Rupees Two Hundred and Fifty only, 
for^ value received 
Ps, 250y* Fof Central Bank of India limited, 


Stamp 


L. N, Agarwol. 


A. G. Sondhl,' 
Agent. 


15. Sank Post These ora bills issued by banks 

for various sums of money and are rnade payable at seven to 


t BenkerandOistofflefbyS Z Themaa pace <90 
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Sixty days after sight. They are issued free of charge and are 
very convenient medium of remittance of money from one place 
to another in the same country These bills are issued either 
against a deposit of an equal sum in case of outsiders or non- 
customers or against a cheque of the amount in case of a 
customer of the bank. The interest that accrues on the amount 
from the dale of issuing the bill to tl^e date of its final redemp- 
tion is regarded os adequate remuneration for the trouble 
undertaken by the bank in issuing the bill It should be noted 
lhal a bank post bill is payable from that very office or 
branch of a bank v/hich has issued it, while a bank draft is 
payable from that office or branch upon v/hich it has been 
drawn. Thus though a bank draft is a bill of exchange a 
bank post bill iS a sort of promissory note. Consequently a 
bank post bill does not require any acceptance, and may be 
made payable to or to the order of a certain person, or io the 
bearer thereof. A bank post bill is therefore a negotiable 
instrument and can be transferred by indorsement or delivery 
or both whichever be necessary. Here also the issuing 
banker is liable to pay to the holder in due course, and in 
case he does so, he is free from his liability to any other 
person by virtue of Sectiion 82 of the Indian Negotiable Ins- 
truments Act 1881. 

Specimen of a Lellor of Credit 
THE ALLAHABAD BANK LIMITED, ALLAHABAD. 

No L/C. 43. Allahabad, February 5, 1939. 

To 

The Allahabad Bank Limited, Bombay. 

Dear Sir, 

V/lien this Letter of credit is presented to you by Mr. Gopal 
Korain Anand, please furnish him v/ith such funds as he may 
require not exceeding Rs 5,000/- (Rupees Five Thousand only), 
against his sight drafts drawn upon this Bank, each draft 
bearing the clause, ''Draim against L/C. 43”. 

I hereby declare that this credit v/ill remain in force for 
o period of three months from the above date, and for all 
31 
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amounts paid by you to Mr. Gopal Naram Anand under this 
credit according to the above conditions you can debit the 
account of the above branch 

All payments made under this credit must be inscribed on 
the back of this letter, and that you should retain this letter 
as soon as the final draft exhausting the amount of credit 
gtanied bos been paid hy you. 

The holder's signature is given below and you are re* 
quested to satisfy yourself by referring to it that the payment 
IS made to the proper party. 

Yours truly. 

For the Allahabad Bank Ltd , Allahabad, 
G. Allen, 

Manager. 

Signature of Mr Gopol Narom Anand. 

Qcipal Narain Anand. 

16. Letter Ci/ Credit Letter of Credit os the name 
Indicotea Is a letter written by one person or bank to another 
requesting the latter to pay any amount of money upto a 
certain limU to the person named In the letter or in whose 
favour the letter Is written In this letter generolly a date U 
fixed upto which only odvances should be made by the 
addressees Thus o letter of credit remains In force upto a 
certain date only. Generolly these letters of credit are 
granted by banka. In India they are commonly issued by 
indigenous bankers as well A letter of credit may be 
addressed to one person only or to several persons In the 
former case It Is known as an Ordinary or Simple Letter of 
Credit, while in the latter case it Is known as the ^Circular 
Letter of Credit The person or persons addressed in the letter 
may be agents, correspondents, or branches of the bank or 
banker Issuing the letter. The persons addressed are 
requested to make the said advances and chargs the sum or 
sums so paid against the granter of credit, or draw for the 
advances made bills of exchange on the granter of the credit. 
The addressees are also reguested to endorse all the advances 


iJsee Speolraea on page 244. 
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made by them upon the back or the margin of the letter so 
that the letter may always indicate how much of the original 
amount of the credit has actually been advanced and how 
much of it is still out-standing or not withdrawn. 

The person in whoso favour a Letter of Credit is issued is 
required to deposit an equivalent sum in advance of the issue 
of the letter. Outsiders generally make a deposit while the 
customers may simply issue a cheque on their current 
account, but in all cases instructions for the issue of a letter 
of credit are taken by the issuing banker on special form used 
lor the purpose. On the issue of these letters the bank 
charges' its remuneration for the trouble caused to it in 
addition to the amount which the customer has to pay as 
equivalent to the amount fgr which the letter qf credit is 
obtained. This fetter may be addressed to correspondents in 
tho same country or abroad. The former is known as an 
Inland Letter of Credit, while the latter is known as Foreign 
Letter of Credit. In case of a foreign letter of credit the 
banker asks the customer to pay an equivalent amount in 
home currency calculated according to the current rate of 
exchange. 

A loiter of credit is issued in favour of a particular person 
only. Hence it is neither negotiable nor transferable. Pay* 
mont of a letter of credit can be obtained only by the person 
in whoso favour it is issued. For purposes of proper identi* 
ticalion the specimen signature (of the person in whose favour 
tho letter is issued), is embodied in the letter itself and thus 
the correspondents are enabled to compare it with the 
sianaluro of the man. who receives the advances when made. 
Generally a bank when it issues a letter of credit in favour of 
any person, it inloims its correspondents to whom the letter 
Is addressed that he has done so, so that they may be 
prepared bofore*hand to honour the letter when presented. 
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‘ Specimen of a Circular Lelter of Credit 
THE CENTRAL BANK OF INDIA Ltd , CAWNPORE 
No A/56 Cavmporo November 20, 19t4 

To the Head Office, Branches and Agents of 
The Central Bank of India Ltd , Bombay 

Gentlemen. 

When this Letter of Credit is presented to you by Mr Man 
Mohan Sakseno, you please furnish such funds os he may 
require to any amount not exceeding in the aggregate 
Rs. 20,000/- (Rupees Twentr'^houeand only), against hfa sight 
drafts drawn ujion this Bank, each draft bearing the clause 
“ Drawn against L/C No A/56 

1 hereby under-toke that all such drafts shall meet my 
due honour if negotiated within a period of six months from 
this date 

All payments made under this Credit must be inscribed on 
the back hereof, and this letter itself should be cancelled ond 
attached to the finol Draft ezhousting the omount 

The holder's signoture is given below and you ore request 
ed to satisfy yourselves by referring to It thot the payment is 
mode to the (proper potty, the drafts being signed in your 


presence. 

Singnalure oi 
Man Mohan Saksena - 
Man Mohan Saksena 


I am Yours truly. 

For the Central Bunk of India Ltd . 

Cawnpore Branch 
Ram Chandra Manager 


On the back is printed — 

Sums Drown Under the Credit Given on Reverse 


s 

_gT3 

ffi 

Address 

Amount 
paid in 
words 

Amount in 
figures 

Signature of 
poying 
banker or 
correspon- 
dent 

Rs 

os 

p 
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17. Circular Letter of Credit.— k Circular Letter of 
Credit is different from an Ordinary Letter of Credit for 
it is addressed to several branches, agents or correspon* 
dents of the issuing banker instead of to only one of them. 
The amount of credit can be taken in cash or against bills of 
exchange drawn, which depends upon the condition of the 
letter from any one. all. or any^combination of the addressees 
of the letter ; but in all that the accredited party can receive 
from all or any correspondent of the bonk shall not exceed 
the amountlof credit sanctioned. The addressees are required 
to inscribe on the back of the letter all advances that they 
make in the form of a table given on the last page and before 
making the advance to compare the signature of the holder 
of the letter with the specimen signature of the beneficiary 
given at the bottom or in the margin of the letter of credit. 
For this comparison the correspondents ask the grantee of 
the letter to sign his drafts or cheques in their presence. The 
addressees are requested by the issuing bank to do so in 
order to ascertain that they make the payment to -the right 
person, for responsibility for correct payment lies on them. 

The grantee is required to mention clearly the number and 
date of the letter of credit against which he draws the cheque 
or the draft and submit it for payment along with the letter of 
credit, which is returned if necessary to the grantee after the 
payment has been made. If the draft or the cheque which is 
cashed e.xhausfs the outstanding balance the letter of credit 
is retained by the' paying correspondent, is cancelled by him, 
ond after inscribing the necessary entries on the back thereof 
Is returned to the issuing bank along vrith the cheque or the 
draft paid. This form of letter of credit is really very useful to 
the toutists, who move from place to place and need money at 
diiforent places in different or . the same currency. Thus it 
may bo an Inland Circular Letter of Credit or an Inter- 
national Circular Letter of Credit. 

For all advances that the correspondents make against 
Q Circular Letter of Credit, they are authorised to recoup 
themrolves by drawing sight bills on the issuing bank. A 
Circular Letter of Credit must be studied by'^the paying 
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correspondent very carefully ' before paying any atoount 
thereunder for all payments made against an out of date or 
exhausted letter of credit create no liability on the Issuing 
banker to pay for them ond as such the paying banker does 
so at hla own nsk For rendering this service the issuing 
banker charges hla owii commission, while he has to pay some 
remuneration to paying or coshlng bankers for their share of 
the facility given In Indio foreign letters o{ credit are issued 
by Thomas Cook & Sons P. & lO Banking Corporation, 
etc. while inland leitera of credit are issued by most of the 
tndlon Joint stock banka 

Specimen of a Teaseller’* Cheque 
UYOD S BANK. CALCUTTA 

Poyable by all Bronchea Agents and Correspondenta of 
the Bonk Payable within twelve months from February 1. 
193S. 

No A/265 

Drawer's Endorsement.— /f. Danhurt/ 

(To be algned In the presence el the paying bank) 

To 

The Llyod’s Bank Calcutlo 
Pay self or order Signotureof I jr 

Drawer ) ^ 

Ten Rupees Witness to ) Wtiham 

Rs 10/* algnaluToof r Manager. 

drawer ) Cafeuffa Branefi 

or the equivalent abroad at current rates of exchange. 

18 Trateller’* Cheque Travellers Cheques are very 
useful to tourists or travellers lor against delivery of these the 
holder can obtain funds from any Braich Agent or Correr 
pendent of the issuing bank and larger is the number of these 
agencies of payment tho'greater Is the facility to the holder 
ol ihase ctvaques Ever? dreque form Is ol a fixed amount 
olready printed on it The cheque form hos a place where 
the grantee has to sign In the presence of the paying banker. 
When these cheques are granted by the Issuing banker, the 
grantee is asked to sign oil the cheques in his presence 
This enable? the paying banker to compare the s gnatures 
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and ascertain if the payment is being made to the right 
person. This method of granting credit to a tourist or traveller 
is more convenient and advantageous than the method of 
Circular Letters of Credit. As such in ihe advanced countries 
of the v.’orid now Traveller's Cheqi^es are fast displacing 
Circular Letters of Credit. In India they are issued by Thomas 
Cook & Sons , American Express Co , etc. 

IVegoliability of Credit InstruiuciitB 
We have now studied a number of credit instruments. In 
our study of these instruments, we have seen that some of 
them are negotiable instruments, some semimegotiable ins- 
truments. some transferable with the permission of the issuer. 


and some not transferable at all. For purposes of ready and 
quick reference here is given a chart of the different credit 
instruments under these four heads : — 


A Negotiable 
Inslrumonts. 

B. Semi or Not- 
negoUable 
Instruments. 

C. Transferable 
with the 
Approval oi 
the Issuers. 

D. Not- trans- 
ferable or Non- 
negoliable 
Instruments. 

1. Cheque. 

V 

1. Exchequer 
Bill or 
Bond. 

1. Government 
Promissory 
Note. 

I. I O U. 

2. Dill of Ex- 
change. 

2. Treasury 
Bill. 

1 

2. Government 
Bond. 

2. Postal or 
Bank Cash 
Certificate. 

3. Promissory 
Note 

4. Hundi. 

5. Bank Draft. 

6. Bank Post 
Bill. 

7. Traveller's 
Cheque. 

8. Council 

3. Bearer Ds- 
b e nt u re 
Certificate. 

i 

1 

1 

3. Debenture 
Certificate 

1 

t 

1 

1 

1 

i 

3. Letter of 
Credit. 

4. Mortgage 
Deed. 


Bill. 

9. Reverse 


Co u n ct 1 
Bill. 

10. Treasury i 
Note i 
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A. Negotiable Instruments— A negohahh instrumenl Is 
that instrument in whose case i the transferor, in spite o! the 
fact that there may ezlst Q defect In his title over the instru- 
ment, be able io give a better bile to the transferee, provided 
the transferee takes the > instrument in good faith, for consi- 
deratiOT. and before the due date of the instrument. Accord- 
ing to Section 13 of the Indian Negotiable Instruments Act 
1681 cheques, bills and promissory notes ore examples of 
negotioble instruments 

B. Semi-Negotioble Instruments— IhesQ are those ms* 
trumenls which can be transferred by their holders to others 
without obtaining the permission or approval of those who 
may have Issued them, but in whose case the transferor is not 
able to give a better title to the transferee than what he 
himself has over the Instrument These instruments may be 
negotiable by delivery only or by endorsement and delivery 
both combined. 

C. Instruments Transferable with the Approtal qf the 
Issuer .—These are credit instruments that ore transferable 
Tronsfer of o credit instrument of this type according to the 
terms and conditions of the instrument does transfer the value 
*Jontained in it from the transferor to the tronsferee, but in 
this cose before the ironsferor is able to effect the transfer, 
he is required to take the permission or approval of the 
Issuer of the instrument. 

D Not transferable Instruments —These are credit inr 
trumenls which can not be tronsfened by their holders to 
others, and which must be realised by the holders themselves 
from the issuers or their ogents. These instruments are of 
course assignable 

Questions 

1. What 18 a cheque? Prepare a specimen of a cheque and croie 
tt ipeda’iiy. 

2. What U a bill of exdiaiioe? How does the tue of bllia ©I 
exchanoe develop credit in a cotmiry ? Explain and prepare a tpedmen 
olablllol exchange 

3. What is a promissory note? How does it differ from a bill of 
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exchange ? Which of the two instruments is safer from the point of 
view of a creditor? Explain- 

A. Prepare a specimen of an ordinary promissory note and 
dlfforentlato it from a currency note. 

5. V/hat is a huttcit ? V/hat part is played by hundics in the 
credit development of India ? Dercrlbe. 

6. What is the difference betvreen a hundt and a bill of ex 
change ? Explain fully. 

7. Prepare an I O U., and describe hov; it differs from a 
promirrory note. 

8. What is the difference between ordinary promissory notes 
and the promissory notes of the Government of India ? Explain fully. 

9. What are treasury bills ? What part do they play in the 
money market of India ? Describe. 

10. Explain the difference between a council bill and a reverse 
council V/hat are their substitutes now ? Describe. 

11. V/hat is a bank draft ? Prepare its specimen and describe 
fully Its use among businessmen- 

12. IVhat is the difference between a bank draft and a currency 
nolo ? Explain fuUy. 

13. What is a bank post bill ? How does it differ from a bank 
draft 7 Describe. 

14. V/hat do you understand from a letter of credit ? What are 
its mott important kinds? How do letters of credit help businessmen ? 
Dorcrlbe- 

15. Distinguish between an ordinary end a circular letter of 
credit. V/hat precautions are taken by paying bankers while paying 
money against letters of credit presented ? Describe. 

16. What are travellers' cheques ? Hovr do they help the tourists 
and travellers ? Explain- 

17. Difforenllato between a traveller’s cheque and a circular 
lettr'r of credit. V/hioh of the two is better from the point of view 
cf the holder and how ? Explain 

18 W.-,ai is meant by transferability of a credit instrument? 
Divide the various credit inslramonts into different kinds in respect of 
their tranrforabihly and explain those kinds. 

19. V/hal is the difference between a negotiable and a semi- 
negot'able credit instrument? Explain the difference and name at 
least three inrlruments of each kind- 

20 What is a credit instrument ? Name any three credit inttru- 
mentr and cxplaLn hoiv the use of credit instruments helps the develop- 
ment of credit- 
3 J 



CHAPTER XV 
FOREIGN EXCHANGE 
DeSaiiiotii Origin and Development 

If all countdes of the world used the same kind of 
money, for example. Rupees, Pounds Sterling or Dollars, 
the tosk of inlernahonol payments would be a simple one, 
for an exchange between two countries does not iunda- 
meniolly differ from an exchange between any two pertons 
belonging to the aaene country. The dtllicalty really arises 
from the fact that almost every cojntry of the world has q 
distinctive money or currency standard of its own differing 
fiom the standard moneys of other countries not only in nome 
but also In shape, size and intrinsic volue. (Thus "foreign 
exchange Is that branch of the science of Economics in which 
we seek to determine the principles on wnlch the peoples of 
ths^orld'setfle their debts one to the other. ‘j^ 

Theoretically the ierm foreign exchange is applied to the 
systems by which the people of a country discharge their 
indebtedness to the people of other countnes. PractlcoIIy this 
la one of those unfortunate terms which is capable of several 
meanings and in different contexts It is used in widely different 
senses Sometimes foreign exchange refers to a foreign cur* 
rency which is bought or sold, while at another time to the rate 
or the ratio at which the currency of a country exchanges m 
terms of the currency of onother. Sometimes it also denotes a 
foreign bill of exchange which is purchased or the Instjiu- 
tion from which it Is purchased. Foreign exchanges of a 
country provi te her people the means by which and the costs 
at which they cati pay their foreign debts contracted in the 
moneys or currencies (A koreign countries Tney g’lve fnem 
opportunities of exchanging the money of their country for 
something which enables their creditors in foreign lands to 

^Principles fi flrnbroatic of Foreign Exchange by S, Erelyo Thomas 
page 1. 
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obtain their own moneys which they desire. Secondly foreign 
exchanges enable persons of a'country to v/hom debts are due 
in foreign currencies the opportunities of exchanging those 
rights to foreign currencies into the money of their own 
country. Thus foreign exchanges of a country are the indices 
of the international values of its money 

As the values of all commodities and services in different 
countries are measured and expressed in terms of their 
standard moneys, a foreign exchange between any two 
countries is the ratio of the values of the standard moneys of 
the two countries, or the value of the standard money of one 
country expressed in terms of the standard money of another. 
Thus Indian foreign exchange vrith England at any time 
means either the number of rupees that will buy one pound 
sterling in England, or the number of rupees that a person 
v/ho has a credit of one pound sterling in England can obtain 
in exchange of it in India. Foreign exchange rale between 
any tvro countries of the world is always measured and 
expressed in terms of the standard money of either of the 
country according to the custom. Thus, theoretically there 
may exist a foreign exchange rate between any two countries 
of the vrorld, but practically there exists one only between 
tvro such countries which are connected with each other 
through foreign trade relations, which usually give rise to the 
problem of mutual indebtedness and consequently the need 
of the settlement of that indebtedness through the machinery 
of foreign exchange. 

Up to the middle of the 17th century international trade 
was not largely developed. Goods used to be carried from 
one country to the other and exchanged for the goods of the 
■ latter directly or through the medium of the standard money 
of the latter country. Consequently in those days it was a 
sort of international barter system of exchange or trade. 
Till the close of the 18th century most of India’s foreign trade 
with the European countries as well used to be carried on 
under the above barter system. In 1833 the East India 
Company established in India an organised system of cur- 
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rency with silver rupee as the standord money During the 
19th century India's trade with the European countries and 
particularly England Increased very much and there arose 
the question of Indian foreign exchange with England or the 
value of one silver rupee of India in terms of gold pound 
of England This relation of the values of the Indian rupee 
and English pound, or the value of the Indian rupee 
expressed in terms of English pound or the value f English 
pound expressed in terms of Indian rupees is called India's 
foreign exchange with England During the last fifty years 
or so India has developed her foreign trade relations with 
almost all the other Industrially and commercially advanced 
countries of the world Consequently expressions of the 
value of the Indian rupee are now mode in terms of the 
standard moneys of oU those countries and these ratios are 
known as India's foreign exchanges with them 

For purposes of foreign exchange it is not necessary that 
expressions of the volue of Indian rupee should always be 
made in terms of the standard moneys of other countries, or 
that the expression shonid olwoys be of one unit of the 
standard money of Indio or ol one unit of the standord money 
of any other country of the world Foreign ezchonge rotes 
of a country may be expressed in terms of any unit of cur- 
rency of that country or In terms of any unit of curreaclea 
of other countries with which It has to deal Moreover this 
ratio or rale may be expressed in terms of only one unit of 
the standard money of a country or in terms of any other 
suitable number or fraction thereof For example India 
expresses her foreign exchange rale with England in terms 
of English currency such as Re 1 is equal to Is 6d» while 
it expresses her exchange rate with Japan in terms of her 
own currency such as Rs 77j are equal to 100 Yens For 
England India quotes exchange value of one rupee, while for 
Japan India qiiaiss exchange value of 100 Yens 

With the development of international trade on a large 
scale and as such Ihe ne^ of foreign exchanges In large 
quantities there came Into being many banking Institutions 
which specialise in the business of selling and purchasing 
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foreign ezchanges. They are commonly knov/n as foreign 
exchange banks such as The Chartered Bank of India/ 
Australia & China , The P & O. Banking Corporation ; 
Yokohama Specie Bank ; etc. These banks have branches 
or agencies in all those countries of the vrorld the foreign 
trade of which they finance by selling and purchasing their 
foreign exchanges. The number of these banks and other 
persons who deal in foreign exchanges has nov/ so much 
increased that in almost all the important countries of the 
world there are at present regular exchange markets, where 
foreign exchanges of the different countries can easily and 
guickly be sold and purchased either directly or through 
exchange brokers. Generally these markets form an import* 
ant part of the money markets of the various countries and 
are situated at port towns e g., Bombay and Calcutta 
Foreign Exchange Markets in India. For the convenience 
of the people v/ho deal in foreign trade and as 
such have to purchase and sell foreign ezchanges 
very frequently regular reports of these foreign exchange 
markets are published in important general and technical 
papers and from these reports can be ascertained the latest 
foreign exchange rates of a country with regard to the other 
countries of the vrorld. In India such reports are published 
in the Leader’, 'Statesman’, ’Capital’, 'Indian Finance’, and 
other • important papers of the country. Below is given a 
specimen of the Calcutta Foreign Exchange Market Report: — 

Friday, May 22, 1936. 

The market has been stagnant. Sterling rates may be 


Is 6 3/32d. 
Is 6 3/32d. 

Is 6 7/32d. 
Is 6 l/4d. 
Is 6 5/16d. 
Is 6 5/3 2d. 
Is 6 5/32d. 


quoted as follows - 
Banks Selling : — 
Tele. Transfer 
On Demand 
Banks Buying '• — 
3m/st Bills 
“Im/st Bills 
6m/st Bills 
Sight 
T. T. 
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Other rales are as follows : — 


Countries 

Method of Banks Selling 

Banks Buying. 


Quotation 

o/d. 

30 d/st. 

France 

(Francs per Rs 100) 

563 


America 

(Rupees per $ 100) 

267 


Hongkong (Rupees per $ lOO) 

87i 

83 3/4 

Shanghai 

(Rupees per $ 100) 

805 

77 

Singapore (Rupees per $ ICO) 

156 

154 3/8 

Japan 

(Rupees per Yens 100) 

77 3/4 

77 

Java 

(Guilders per Rs 100) 

55 

55 3/4 

Germany 

(Marks per Rs ICO) 

92 



Cable Quotations : — 

London-N York (Dollars per £) 4 97 1/32 BCTt. Rata Is 6 l/32d 
London Poris (Francs per £) 75 48 B.C O D Rot© Is 6 l/32d 

Mint Par of Exchange 

When a person sells goods to another or has to receive a 
poTment on some other account, what he demands ts that he 
should be paid In terms of currency of his country If the 
debtor and the creditor live in the same country and 'thereby 
use the same currency, there is no difficulty in receiving or 
making ih© payment The debtor can make the , payment in 
the same currency In which the creditor likes to receive It 
If however, the debtor and lha creditor live in two different 
countries and the currency systems of the two countries 
differ, which is very often the case; the difficulty that arises 
is that the debtor can conveniently make the payment in 
terms of currency of his country, while the creditor likes to 
receive the payment in terms of currency of his country. This 
difference in the currency systems or the standard moneys of 
the two countries leads to a system of foreign exchange 
between them. Thus differences m the currency systems or 
standard moneys of different oountries of the world lead to 
various foreign exchanges between them 

In every transaction volue or amount invoVed is fixed in 
terms of currency of only one country and it Is either the 
responslbihty of the debtor to make payment in terms o' 
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currency of the creditor, or of the creditor to receive payment 
in terms of currency of the debtor. In case of a trade tran* 
section if the price of goods purchased is fixed in terms of 
currency of the seller or the creditor/ it is the responsibility of 
the purchaser or the debtor to make payment to the creditor 
in terms of currency of the latter s country by purchasing it 
with the money or currency of his own country. If on the 
other hand price of goods supplied is fixed in terms of 
currency of the purchaser or debtor's country, it is the seller 
or creditor's responsibility to receive payment from the debtor 
or purchaser in terms of currency of the debtor s country and 
bring that money to his country by converting it into the 
currency of his country. Suppose an American merchant 
purchases goods worth £ 1 from an En ^lish merchant and 
has to make payment of that amount to him. The moneys 
or standards of America and England differ. In America 
the standard of currency is Dollar, while in England the 
standard money is Pound Sterling. Here lies the difficulty 
and this diiference in the standard moneys of the two coun' 
tries leads to a system of foreign exchange between them. 

In the ■ above case it is the responsibility of the 
American merchant to make the payment of one Pound 
Sterling to his English creditor. In the absence of foreign 
bills of exchange the only alternative for the American debtor 
is to export to his English creditor that quantity of gold which 
the latter can easily sell in his country for £ 1. If England 
were a free gold currency gold standard country (as was the 
case so long as it had not gone off gold standard in 19^0) 
the quantity of pure gold that the American debtor was 
required to export to his English creditor was the same as was 
contained in £ 1 i.e , 113'0016 grains. On the other hand 
il America yrere also a free gold currency gold standard 
country, as was the case before America adopted gold bul- 
lion standard, a Dollar in America could purchase 23'22 
grains of pure gold. Thus in order to purchase 113'0016 
grains of pure gold the American debtor was required to 
spend $ 4 8655 or that $ 4'8665 contained the same quantity 
of pure gold as was cgntained in £ 1. 
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The British Sovereign orf 

contained 113 00J6 grains of fine gold 

The American Golden Eagle 
which was equal to 10 Dollars 

contained 232 2 grains of fine gold, 

'• One Dollar { =23 22 grains of fine gold 


£1 


_ I1300I6 
23 22 


-or $ 4 86S5 


Hence Mint Par of Exchange between London New York 
or Sterling— Dollar is $ 48355 or £ 1=J 4 866S. 


The obove relation between the quantities of pure metal 
contained In the standard coins of two countries is called 
pant? or mint par of exchange between them Dr S E 
Thomas defines mint par of exchonge as ' the exact equivalent 
o! the standard com of one country, expressed in terms 
of the standard coinage of another country having the 
same metollic standard the equivalent being determined 
by a comparison of the quantity and fineness of the metal 
contained In the two standard coins os fixed by law'* ^ 
Thus in those days when we sotd thoi the mint par of 
exchange between London ond Ne v York was % 4*8655 we 
meant that the value of pure gold contained in one full* 
weight pound sterling was equal to $ 4 8565. 

Like the above mint par of exchage between two gold 
standard countries a mint par of exchage can also be fixed 
between two silver slandord coumnes by llnding out the 
relation between the amounts of pure metal or silver contained 
In the standard coins of the f-ee silver standard countries It 
should be noted that sometimes the standards of currency of 
two countries differ » e , one is a gold standard country while 
the other is a silvar standard country and the value of one 
metal in terms of the other metal constantly fluctuates in the 
market. In such a cose the mint par of exchange between 
those two countries does not only depend upon the relation 
TPriaeiplea & flrllhmatic of Forelga Exchange S. E. Themes, 
p89«4< 
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of the quantities of pure metals contained iii their standard, 
coins ; but also upon the relation of their market values/ 
which constantly fluctuates. 

The mint par of exchange between England and India 
assuming them to be on the gold and silver standards respec- 
tively would be calculated as follows : — 

The Rupee contains 163 grains of fine silver or 
0Z.37 oz. of fine silver = 40 oz. of standard silver. 

The amount of standard silver contained in the 

Rupee = X ff = tM oz. 

Now. if the price of standard silver is supposed to be 43 d. 
per oz., the value of silver contained in the rupee will be 
= i¥a-X43 = 16 d. 

But, if the price of standard silver is 48 d. per ounce, the 
price of silver contained in the rupee will be = xif X 48 = 
18 d. 

Consequently inspite of currency regulations remaining the 
same {i.e„ the weights and percentages of purety of metdis 
of the two standard coins remaining unchanged) there can 
not be any permanent mint par of exchange between a gold 
and a silver standard country. Therefore the mint par of 
exchange between two gold standard countries or between two 
silver standard countries is a fixed ratio and it does not change 
unless either the weight or the percentage of purity of metal of 
either of the two standard coins is changed. On the other 
hand a mint par of exchange between a gold standard 
country and a silver standard country constantly fluctuates as 
the relation of their market values changes. Before 1893 India 
had a free silver standard while England had a free gold 
standard and the relation of the market values of the two 
metals changed from time to time very much according to the 
conditions of their demand and supply.' Consequently the 
mint par of exchange between India and England in those 

days did not remain fixed for any adequate length of time. 

33 
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It should be noted that Bometimes the standard money of 
a country is made of sliver Or paper but its exchange value 
IS fixed by statute In terms of gold i^,the currency oulbority 
of the country is under statutory obligation to give and receive 
gold for and against certain units of standard money of the 
country at a certain fixed rale These are usually called the 
gold and bullion exchange standards and were coumonly 
adopted in the different countries of the world offer the Great 
War of 1914 16 The mint par of exchange between a gold 
currency gold standard country and a gold or bullion ex 
change standard country is calculated on the basis of the 
relation of the amount of pure gold contained in the standard 
com of the former with the statutory gold exchange value of 
the standard money of the latter 

If however both the countries of which a mint par of ex 
change has to be calculated have a gold or bullion exchange 
standard the mint par of exchange between them would 
depend upon the relation of the guanliiles of pure gold which 
have statutorily been prDmis<»d to be given by the currency 
authcnties of the two countries against the standard moneys 

of their country Calculated according to these principles 
the mint pars of exchangeietween England and some of the 
other countries of the world which were in uie scmelime back 


Fiance 

124 213 Froncs 

to £ 1 

United States 

4 866 Dollors 

to£ 1 

Germany 

20429 Marks 

to £ 1 

Italy 

92 46 Lires 

to £ 1 

Sweden 

18 IS9 Kroner 

fo£ 1 

Denmark 

18 KJ9&oner 

to£ 1 

Holland 

12 lOT'Florins 

to £ 1 

Greece 

375 OracKmae 

lc£ 1 

Spain 

25 221 Pesetas 

to£ 1 

Austria 

164} Kronen 

to £ 1 

Belgium 

35 Belga 

to£ 1 
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Purchasing Power Parity Theory 
Sometimes the paper currency of a country becomes so 
much inilaled that it becomes inconvertible i.e., the institution 
issuing paper currency in the country becomes incapable 
of converting or redeeming its notes into the standard coins 
or bullion vrhichever may have statutorily been promised by 
it at the time of their issue. This is commonly knovm as 
going off the gold or metallic standard. The' mint par of 
exchange of such a country vhth any other country on gold 
stasdardor that also off gold standard is not determined 
according to the relation of the statutorily promised quantity 
or quantities of metal of their standard moneys for in one or 
both of them the currrency does not remain convertible into 
coin or bullion. The mint par or the normal rate of exchange 
betv/een tvro such countries is obtained by comparing their 
price levels and tends to equal the ratio betvreen the purchas- 
ing povrers of the currencies of the tvro countries. This is 
knovm as the purcha-ing power parity theory of foreign 
exchange. This vras propounded by the famous Svredish 
economist Prof. Gustav Cassel and he explained his 
theory as follovrs '• — 

''Our willingness to pay a certain price for foreign money 
must ultimately and essentially be due to the fact that money 
possesses a purchasing povrer as against commodities and 
services in that foreign country. On the other hand, vrhen 
\7B offer so and so much of our ovm money, vre are actually 
offering a purchasing povrer as against commodities and 
services in our ovm country. Our valuation of a foreign 
currency in terms of our ovm, therefore, mainly depends on 
the relative purchasing power of the tv/o currencies in their 
respective countries. 

Given — normal free trade between tvro countries A and B, 
a certain exchange rate will establish itself between them, 
and, apart from slight fluctuations this rate will remain un- 
altered so long as no variations take place in either of the 
currencies purchasing power and no obstacles are placed in 
the way of trade. Novr should an inflation of A's currency take 
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place, and consequently ils putchasjng power be reducced; 
the value of A’b currency in the country B wtU necessarily 
fall in hke proportion Should at the sameJirae B'a currency 
have undergone inflation and Its purchasing power hove been 
reduced, clearly the valuation of A‘« currency in B will, as a 
consequence, rise In a corresponding degree If, for instance, 
the inflation m A has reached ihe ratio of 320 lo fOO and the 
Inflation in B the ratio of 240 to 100, the new exchange rate 
(taking the quotation of As currency in B*8 currency) will be 
three-quarters of the old rote Thus the following rule: when 
two currencies have undergone inflation, the normal rale of 
exchange will be equal to the old rote multiplied by the quo 
tienl of the degree of Inflation in ihe or e country and In the 
other. There will naturally always be found deviations from 
this new normal rate, ond during the transition period these 
deviations may be expected to be fairly wide. But the rate thot 
has been calculoted by the above method must be regorded 
as the new parity between the currencies, the point of bolance 
towards which. In spite of oil temporary fluctuations, the 
exchange rates will always tend This partly I coll purchnS’ 
tng power partly.*’^ 

Specie PofotB 

We have seen before that the mint par of exchange bet* 
ween two countries is Ihe ratio of their standard moneys 
based upon either the inlrlrsic values of thu metallic contents 
of their standard coirs or upon the statutorily promised quan- 
tities of pure gold ogamst the standard moneys of the two 
countries or upon the purchasing power of the standard 
moneys of the two countries at any particular time. Thus 
payment of one unit of standard money of a foreign country 
can be made by a person of the debtor country by spending 
that number of standard money of his home currency which 
iorm the mint par of exchange of his country with the currency 
of the other or the creditor’s country. For example we have 
seen before that the mint por of exchange between U. S. A. 

JMoney a Foreign Exchsog® #{te» J9I4 by Prof. Gustav Cesiel, 
pp. J3S-W0. 
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and United Kingdom is $ 4’8665 to £ 1 t.e., a person in U .S. A.i 
can obtain gold contained in £ 1 by spending $ 4 8665 and 
as such by exporting that quantity of gold to his creditor in 
United Kingdom ho can make payment of £ 1 to him. Similarly 
a person in United Kingdom can make payment of $ 4’8565 
to an American creditor by exporting gold worth £ 1 to him 
But it should be noted here that in exporting gold from 
U.S. A., to United Kingdom or from United Kingdom to U.S A , 
the debtor will be required to spend some money as cost of 
shipping freight,' insurance premium, etc- Thus a foreign 
payment can be made by a person by exporting specie at the 
mint par of exchange plus the expenses of transport of specie 
from one country to the other. Therfore the total cos! involved 
in making payment to a foreigner by exporting specie is 
the mint par of exchange plus the expenses of transport. 


Suppose the expenses of transporting gold worth £ 1 from 
U. S. A. to United Kingdom are ten cents. Thus the total 
amount of money that an American debtor will be required 
to spend in payment of £ 1 to an English creditor by export- 
ing gold will be $ 4'86S5 (cost of gold) plus 10 cents (expenses 
of transport) i.e.i $ 4'9655. This is technically called the upper 
specie or gold point. Similarly if an English merchant has to 
make payment of $ 4'8o65 to an American creditor and he 
tries to do so by exporting gold he will be required to spend 
£ 1 plus 10 cents expenses of transport of specie from England 
to U. S. A., or in other words the English debtor with his £ 1 
will be able to make payment of $ 4’Sc65 minus iO cents i.e., 
$ 4 7665. This is technically called the loicer specie or gold 
point. Thus the specie or gold points between any two 


countries are deduced by adding and subtracting the expenses 
of transport of specie to and from the mint par of exchage 
between the two countries. 

Mint par of exchange Cost of transport Upper Specie Point 
between U. S. A., and of specie. $ 4’8665 plus 10 

United Kingdom. cents or $ 4'9665. 

$ 4 8665. 10 cents. Lower Specie Point 

§ 4’8665 minus 10 
cents or S 4'7665. 


10 cents. 
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Similarly maximum and minimum specie points can be 
deduced from the mini par o! exchange of any two countries 
of the world In course of time we will study that these specie 
points betv/een any two countries control the market rate of 
exchange or the price of foreign bills between them. 

India’s Mint Par of Exchange & Specie Points 

It has already been mentioned before that from 1835 
India adopted a free monometallic sllrer standard. Con* 
sequently from that date onward the mint par of exchange 
between India and England was la. to Re 1/- or Es 10/* to 
£ i/-. This mint par of exchange depended upon the weight 
and percentage of fineness of the metals in the standard 
coins of the two countries as well as the market gold price oi 
silver contents of the rupee This slate of affairs continued 
upto 1873. From that date the gold price of silver began to 
fall In the market and as Irdia was o free silver stondari 
country, the mint par of exchange between India and 
England began to fall so far so that in 1893 it came down to 
Is 3d apptoximately Then India decided to stop the free 
coinage of sliver rupees Scarciiyof rupees led to a diver* 
gance in the fiduciary and bullion value oi the rupee, ond 
the fiduciary value of the rupee became higher than its 
metallic or bullion value The result of this was that the 
mint par of exchange between England and India changed 
its basis and began to be delerm ned by the bullion value of 
the gold pound and fiduciary value of the silver rupee instead 
of its bullion value The mint par of exchange between India 
and England based on ’his arhficlal value ol the Indian 
rupee (due to contraction ol currencyX began to rise and by 
1898 it came up to the ratio of nearly Is. 4d, though the 
intrinsic value of the silver content of the rupee in terms of 
pound was still about 10 3/8d 

The Fcwler Committee of 1893 recommended that so long 
as gold standard was not established in Irdia the mint par of 
exchange between India and England be pegged and 
maintained at the artihcial rate of is 4d gold, ond the 
Government of India should try to maintain that rate by 
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offering to sell to and purchase from the public sterling at 
Is. 3 29/3 2d. and Is. 4 l/8d. the lower and upper specie points. 
The Government accepted the recommendation of not re* 
enforcing silver standard and by executive action enforced 
the policy of maintaining Is. 4d. per rupee mint par of 
exchange between India and England as a permanent 
measure. In order to be able to do this it was necessary for 
the Government of India to have gold or sterling reserve funds 
available in London with the help of which the above mint 
par of exchange could be maintained. For this in 1900 was 
created the Gold Exchange Standard Reserve Fund out of the 
profits of rupee coinage and it was used to maintain the 
Indian mint par of exchange with England at Is. 4d. This 
stale of affairs continued up to 1913, when was appointed the 
Chamberlain Currency Commission, which in its report 
confirmed the Government policy of gold exchange standard 
and pegged exchange or maintenance of India’s mint par of 
exchange with England at Is. 4d. and specie points at 
Is. 3 29/3 2d and Is. 4 l/8d. per rupee, through the policy of 
selling reverse councils and council bills to be paid out of or to 
be credited to the Gold Exchange Standard Reserve Fund. The 
Government soon gave effect to the above recommendations, 
but in the meantime the Great War of 1914*18 broke out. 

During the war time of 191418 owing to a great rise in 
the price of silver, the gold value of the silver contents of the 
rupee began to rise and the Indian currency authority could 
not maintain the mint par of exchange at the old rate of Is. 4d. 
After great efforts the Government let loose the reins and the 
mint par of exchange and along with it the market rate of 
exchange between India and England began to rise, and 
went on becoming higher and higher according to the rise 
in the market price of silver. 
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Chart Shoving Ria la the Price of Silver and Indian 
Exchange Rate from i314 to 1919 • — 

Pnce of siirer per Exchange Rate, 
elandard oimoe 

1914. 

I9J5. 

1916 (December) 

19.7 (August). 

1917 (September) 

September 1917 to 
llaj 1919 (Period of 
control b 7 U S A., 
and British Ggrem* 
cisnts) 

l-Iaj 1919 (Aftsr 
femoral of obore 
control). 

December 17. 1919. 

Shortlf after the Greet 'Hat England abo vrent off gold 
standard end the market value o! gold became higher than 
the cunt pnce with the result that as cempared to go’d sterling 
became 22 per cent, cheaper This slate of affairs confanued 
up to 22nd December 1919. when the Bnbingioa Smith 
Committee gave Its report end lecoamend-'d that the mml 
par of exchange between India and England be hxed at 2s. 
gold or 2s 4d. sterling This recemmeadahon was accep'ed 
hj the Secretary of State far India and according to vonous 
Ifahhcahoas issued on 2nd February 1920 the mint par of 
exchange between England and India was hxed at 25 gold 
or 2s 4d. sterling per rapse Shortly af'er the oancancemeat 
of the ofncial mmt par of exchange, there grew up in Ind a 
a keen demand fo* stsrhag and exchange rata began to fall, 
and in spite of strenuous effarts the newly established parity 
of exchange could not be maintained and by December 1921 
it came down to Is 3 7/3d stozhng or Is. 1 5/32d gold- Then 
it began to recover and by October 1924 it came up to lie 
IsTel of If 6d sterling and by 1923 Is &d. gold. 
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The Currency Act 1927 based on the recommendations 
of the Hilton Young Currency Commission fixed the mint 
par of exchange betv/een India and England at 
the rate of Is. 6d. gold and the specie points at Is. 6 l/8d. 
and Is. 5 29/32d. It should be noted here that at this time 
also the Indian mint par ol exchange was pegged on an 
artificial value of the rupee for its intrinsic value had become 
lov/er than Is. Ed. gold. From 1927 onvrard the currency 
authority in India maintained the mint par or parity of 
exchange and the upper and lov/er specie points according 
to the above nevr rates under a statutory obligation to buy 
and sell gold or sterling according to the convenience of the 
currency authorities v/ilh and for silver rupees. Thus the 
system follov/ed in India again became a gold exchange 
standard and a pegged exchange. This continued up to 
September 21, 1931 v/hen England again vrent off gold 
stand ord and a Currency Ordinance had to be made in 
India. According to this Ordinance No. VI of September 1931 
the Government of India v/ithdrev/ its obligation to sell gold 
or sterling at the lov/er specie point. On September 24, 1931/ 
the Government issued another Ordinance No : VII of 1931 
under vrhich it cancelled the previous Ordinance and offered 
to sell gold or sterling at the fixed rate to recognised banks 
for certain purposes only. This continued up to 30th 
January 1932, v;hen by another Ordinance the previous 
Ordinance No : VII of 1931 vras repealed. Thus by means 
of these various Ordinances the Indian rupee vras linked to 
sterling and not gold at Is. 6d. per rupee. This mint par of 
exchange betvreen England and India continued upfo 
April 1, 1933, v/hen the Reserve Bank of India Act 1934 came 
into force and the Reserve Bank vras established. 

According to Sections 40 and 41 of the Reserve Bank Act 
the Bank is under statutory obligation to buy and sell ster- 
ling to any person at its offices in Bombay/ Calcutta/ Delhi/ 
Madras, and (Rangoon) at the rates of Is. 6 3/l6d. and 
Is. 5 49/64d. per rupee in quantities of not less than ten 

thousand pounds. By this Act also the position of India's 
34 
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mmt par of exchange was not changed and the Indian rupee 
is linked to sterling at the rate of J« dd. and the upper and 
lovrer specie potato thus fixed are Is 6 3/i6d and 
Is. S 49/64d. Thus the Indton tnfat pars of exchange with 
England and other countries of the world occupy a peculiar 
position. They are not based on the intrinsic val je of the 
standard money of India, but on on artificial value which 
(he currency authorities in India have fixed for it in terms of 
sterling and which they are under statutory obligation to 
maintain by offering to buy and sell sterling oocording to 
rates fixed Thus we see that If is possible for the currency 
authorities of a country to fix the value of their standard 
money for external purposes at a mint per ot exchange higher 
than its intrinsic value, and mainfafn (( of that high'^r rate 
by ananging to buy and sell In exchange of home currency, 
foreign currencies or specie at (he fired rates The mint pars 
of ezchonge between such a country and others do not 
depend upon the Intrinsic volue of ihe former'i stondord 
money, but upon its artificiol volue fixed by stotute or the 
policy of (he currency authority Thus (he specie points also 
between such a country and other countries of Ihe worici ore 
determined from this artificiol value and not from its intrinsic 
value. 

It should be noted h^re that 03 the eziernal Value of the 
Indian rupee is fixed in terms of s'erbng. India's mint pars of 
exchange with all the other countries of the vrorld are deter 
mined through sterling and depend upon the ponly of ster* 
ling y/llh the standard moneys ol those olher ccunbles 
Conseguently every change In the English mint par of 
exchange with any olher country of the world brings about a 
change also in the Indian mini par of exchange with that 
other country. This is commonly described as dependanee 
of India's currency and exchange upon English cuneney 
OTji wi^Vl^J7/ge * ■'?rin>d«g«(7Amrot.^.*ifcA Indian. 'inii 
exchange upon the English currency and exchange system it 
harmful to the various economic interests of this country and 
should be reformed ot the earliest possible date 
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English creditor and if he does so he will be able to moke the 
poyment by spending 12421 francs in piirchoslns gold worth 
one pound according to Jhe mini par of exchange and 

approximately 10 centimes per pound ha will spend In order 

to export that gold to England Thu« his total expenditure In 
making payment of one pound sterling to his English creditor 
will come to about 124 31 francs 

As a merchant in France imports some goods from a mer 
chant of England similarly some o her merchant of France 
may export some goods to some other English merchant and 
as such may have to receive from the English merchant a 
sum of £ ] Thus It is possible that at a time In Fronce there 
may be one person who hos to receive £ I from on English 
merchant and onother person who has to pay £ 1 to some 
other English merchant II somehow it be possible to bring 
these two French and the other two Eng'ish merchants in con 
tact with each other It would be possible to settle the accounts 
ol all the four merchonts by payments m their own countries 
without the transport of ony gold or specie This can be done 
if the French creditor may draw o bill of £ 1 on his 
English debtor and sell tt to the French debtor \/ho may for 
ward it to his English creditor asking him to rea’ se the value 
of the bill from the English debtor on whom it is drawn 
The following example will make the point clear — ■ 

France Value of goods England 

exported or imported 

A Exporter or £ 1 P Importer or 

creditor debtor 

B Importer or £ 1 Q Exporter or 

debtor. creditor 

In lh“ above example accounts relating to the above export 
or Import of goods between A and P and B and Q can very 
conveniently be settled if A may draw a bill of £ 1 on his 
English debtor P and sell it to B ol France who may send it to 
Q of England with instructions to reolise the amount from 
p or whom the bill is drawn Thus in England Q will be 
paid by P and In France A wiH be paid by B and there vrill be 
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no need 'of transport of specie to or from any of these 
countries. It is worth noting here that thus the settlement 
of foreign payments by means of bills of exchange is a chea- 
per and more convenient method than the transport of specie, 
but in this it is necessary that the total amount of bills 
reguired should be egual to the total amount of bills available. 
Or in other words the total amount of foreign currency requir- 
ed should be equal to the total amount of foreign currency 
available. Such a condition is possible only when a country 
imports exactly the saire amount of goods that it exports, but 
m trade it is not always possible. Sometimes a country im- 
ports more than it exports, while at another time it may export 
more than it imports. Thus if at any time a count£^ has 
imported more than it has exported, it is evident that at that 
time in that country the de mdrid ot lore ign currency or bilj s 
will b e larger than th eir supply/ with the result that th ose wljo 
are in need of" foreign currency in that country will offer 
more of their ho me currency per unit of foreign currency 
or that they would be v;illing to take les s of fore ign currency 
per unit of their home currency than what is the m i nt par o f 
exch ange between t hose countries . For example in the above 
case ol England and France whose mint par of exchange is 
124'21 francs to a pound sterling/ people may offer up to 
124 31 francs per pound or in the case of India and England 
whose parity of exchange is officially fixed at Is 6d. per rupee, 
people may accept upto Is. 5 49/64d. per rupee. 

Further it should be noted that larger is the amount that 
the people of a country have to pay to the people of another 
country, the greater will be the" demand of foreign bills or 
currency in that country at that time, and as such higher will 
be the price offered for foreign currency in terms of home 
currency. But there is a limit beyond which the price of these 
bills or foreign currency can not go whatever may be the 
competition of the debtors or importers to acquire foreign 
currency. This limit is the mint par of exchange plus the 
expense of transport of specie or the higher specie point in 
case the country quotes exchange in terms of her own curren- 
cy. In case the price demanded for these foreign bills is 




dem^dm ore of foreign curwncr For ©xomple In cas® el 
England and France people may offer only 124 11 francs for 
each pound sterling or In cose of Indio and England the price 
olf^red may be I s 6 3/t6d p»r rupee Here also It should 
be noted that the price offered for foreign currency con not fall 
below a certain minimum limit and that limit Is the mint par 
of exchange minus the co«t of transport of specie from 
the foreign country to that country In case the price 
offered Is lower than this limit people who possess foreign 
currency or bills will not sell them, but will ask their 
debtors In the foreign country to purchase specie and send 
it to them at their expense and as such these exporters or 
creditors will get bullion or specie for their foreign holdings 
at the mint pap of exchange minus the cost of transport 

Thus we see that the market rate of foreign exchange or 

the price of foreign biffs between two countries can not ordi 

narily go beyond the specie points and at a time depends 
upon the demand and supply of foreign currency in that 
country It should be noted hero that the market rate of 
exchange between two counlri“8 con not remain either ot the 
higher or lower specie point for any great length of time for 
its sticking to any of these points or any other figure beyond 
these shall encourage the export or Import of bullion which on 
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its ovm turn through contraction or expansion ot the total 
volume of currency shall affect the general level of prices and 
tend to correct the export and import activities of the country 
and ultimately bring the exchange rate to its equilibrium. 
It must be remembered in this connection that for this smooth 
adjustment of the exchange rale it is necessary that the 
country should have a free gold export and import market. 

It should be noted that the demand and supply of foreign 
bills or currency in a country arise mostly out of trade tran* 
sQctions, but there are several other factors as well for 
example stock exchange and banking transactions vrhich 
necessitate the transfer of funds to and from a foreign country 
and thereby affect the demand and supply of that foreign 
currency in that country. Thus v/e can safely say that the 
market rate of exchange betvreen any two countries on one 
side depends upon their mint par of exchange and the specie 
points deduced therefrom, and on the other on the balance 
of total indebtedne ss behveen the tvro count ries which may be 
i n the p rocess of being paid at that time. Out of these two 
sets of conditions the former or the mint par of exchange and 
specie points are more or less stable and permanent, while 
the latter i. e., the balance of indebtedness is constantly a 
fluctuating factor, and as such ordinarily betvreen any two 
countries the market rate of exchange constantly fluctuates 
from one direction to the other, and at a time depends upon 
the net balance of total indebtedness of one country as 
against the other. 

If at any time according to the market rate of exchange 
the currency of a country exchanges for more of currency of 
ano'her country than the mint par, the exchange rate is 
said to be in favour of the former country and against 
the latter. On the other hand if according to the market rate 
of exchange at any time home currency of a couritiy ex- 
changes for less of currency of any foreign country than the 
mint par of exchange, the exchange rate is said to be against 
the former country and in favour of the latter. For example 
we know that the mint par of exchange between India and 
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England la Is. 6d. per rupee. If at any lime the Indian ex 
change rate against England becomes more than Is 6d. per 
rupee say Is. 6 l/8d. it is said to be favourable to India and 
unfavourable to England On the oth-^r hand ll at any time 
the Indian Exchange rate against England beco'n®3 Io//er 
than Is. 6d. p^r rupee say Is 5 7/8d ft is said to be fa /cur- 
able to England and against or unfavourable to India (Thus 
If a country quotes her foreign exchange with regard to some 
other country fn terms of foreign currency, higher Is the rat e 
it la fovourable to the country and lower Is the rale It is u n- 
favourable to It- On the other hond if a country quotes her 
foreign exchange with regard to some other country in terms 
of home currency, higher la the mie it is unfavourable to t he 
c ountry, while l ower is the rate It la fovourable to It. ^ 

.,_^If should be noted hers that fovourable and unfavourable 

foreign ezehongss of a country affect the general level of 

prices of a country. ( The favouroble exchanges of a coun try 
by encouraging imports of foreign goods ond by diseouraglna 

expo rt of domestic goods tend to lower do.yn the prices of a ll 
goods Into that country and thereby benefit the consumers 

and ha rm the producers for some tim^ > On the other hond 
untayourable exchanges of a country by encouraging exports 
of domestic goods and discouraging imports of foreign goods 
tend to raise the prices of oil goods into that country and 
thereby benefit the producers and haem the consumers for some 
lime. Thus the terms favourable and unfavourable exchange 
rates are nol absolute terms, lor we see that what is favourable 
exchange rate to consumers of a country it U unfavouroble or 
disadvantageous to Its producers, and what is an unfavourable 
exchange rate lo consumers of a counlry it is favourable or 
advantageous lo the producers of that country 



Conditions Affecting Rate of Exchange 
Rate of Exchange. 


CONDlTIOtAS AFFECTING RATE OF EXCHANGE 


27a 



35 



274 MONEy CREDIT AND FOREIGN EXCHANGE 

We have already seen before that conditions that affect 
the rote of exchange between two countries at any time can 
easily be divided Info two sets 

(1) Conditions that affect the mint par of exchange 
or the specie points 

(2) Conditions tbot affect the balanced indebtedness 
or the demand and suuply of bills. 

(1) Coaditioaa that affect lbs mint par of exchange 
or specie points 

(а) A country that has a free coinage system of either gold 
or Sliver, Its mint pars of exchange depend upon the intrinsic 
value of its standard com Besides oth“r factors the intnnsic 
value of the standard com of a countiy depends upon its 
weight Thus oth*r things remaining the same the mint pars 
of exchange of a country change vnlh every change In the 
gross weight of its standard com Conseguently the market 
rates of exchange of that country also change ft should 
however be noted that changes m the gross weightof the 
standard com of a country are rarely made ond os such the 
market rates of exchange of a country ore rarely affected by 
changes in the gross weight of its standard coin 

(б) Another factor on which the inlrlnslo value of the 
standard com of a countrf d“pend3 is the percentoge of 
fineness of metal (either gold or silver) contained in it In 
this also changes are rarely mode by the currency authorities 
of a couniry In every odvonced country of the world coinage 
is now a function of the stale and making of coins by privote 
agency is made legally crimmol Thus changes In the per 
centoge of fineness of metal of the standard coin are now 
rare and market rates of exchange of a country are rarely 
effected by such causes 

(c) A third factor on which the intrinsic value of the 
standard com of a country In leims of the standard com 
of another depends is the lelabon of the market values 
of the metals of which the two standard coins ere mode 
In cose both the standard coins are made of the same metal 
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either gold or silver/ changes in its market value affect the 
two standard coins equally and as such there is no 
change in the relation of their intrinsic values or the mint par 
of exchange On the other hand if the standard coin of one 
country is made of gold and of the other of silver, Ihe mint 
par of exchange between the two countries depends upon the 
relation of the market values of the two metals, and as this 
relation of their values changes in the market from time to 
time according to the demand and supply of the two metals, 
the mint par of exchange also between two such countries 
changes accordingly. A change in their mint par of ex- 
change affects their market rate of exchange immediately. 
Consequently the mint par of exchange and market exchange 
rate between two such countries continually fluctuate from 
one ratio to the other. 

(d) If the mint par of exchange between two countries does 
not depend upon the relation of the intrinsic values of their 
standard moneys ; but upon the metallic'values of the standard 
moneys of the two countries statutorily promised as is the case 
in gold bullion standard, gold exchange standard, etc. ; the 
mint par of exchange between two such countries changes as 
soon as their is made any change in the statutorily promised 
quantity of bullion against the standard money of either of the 
country or both the countries, unless the change made is in 
exact proportion to the previous ratio or the mint par, and 
in case the change is not proportionate and the mint par of 
exchange between them changes, it atonce affects the market 
rale of exchange between the two countries. Further it should 
be noted here that if the standird money of a country is 'made 
of silver, but its external value is fixed in terms of currency 
of any foreign country under a statutory obligation or 
executive policy of the gi-vernment as has been the case 
of India's mint par of exchange with England, every 
change in this officially fixed mint par of exchange affects 
the market rate of exchange. It should be noted here 
that control of foreign exchange rates through such a mint 
par of exchange is a very weak one, and in the history of 
Indian foreign exchange there are many instances of the 
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failure of this machinery. The chief reason of the failure of 
this system is its inherent weakness due to the artificiality of 
the system. In this system so long as the economic conditions 
of a country follow the some old monotonous routine of nor 
malily the system works suitobly, but the moment there is any 
extraordinary commercial or industrial boom or depression the 
machinery collapses, and is not ofcJe fo contro] exchange 
rates: with the result that sudden and st ep changes in the 
exchange rates sometimes bring disastrous consecnionces to 
the industrial and commercial class of persons and extreme 
trouble lo tie general public. 

(s) A fifth factor which affects the roiesof exchange of 
a countiy with others by affecting her mint pars of exchange 
ts the oondidcn of her paper currency 7/ poper currency of 
a country la easily converiible and in exchange of it standard 
coins or specie can easily and guickly be secured at its face 
TQlue. the mint pars of exchonge of that country ore true 
and are able to control Ihe market exchange rates within 
their respecUfe specie polnis On Ihe other bond 11 the paper 
currency of a country Is not easily convertible and there is a 
difference in the values of the ofhdal standard and the 
market standard such as Is Ihe case in England since Septem* 
ber 21. 1931, when It went off gold standord, then the real 
mint par of exchange of such a country with another becomes 
a different One than orglnally fixed, and can be determined 
by finding out the total amount of paper currency of the country 
which will buy in the country that quanlily of pure gold or 
silver which ts contained in a unit of standard money of the 
foreign country, which is used to express the above mint 
par of exchange. For example after the Great War cf 
1914-18 Germany Inflated her poper curiency lo such an 
extent that It became eilremely inconvertible The result was 
that there came tn a ^eat disparity between a paper mark 
end a gold mark. Consequently the mint pars of exchange 
of Germany changed to unprecedented levels and the German 
exchange rales became highly unfavourable to Germany and 
favourable to other cour tries. 

On September 21, 1931, England also went off gold 
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standard i e., there came in a disparity between the 
values of a gold and paper pound, with the result that mint 
pars of exchange of England changed against England 
and the English exchange rates also followed suit. In course 
of time many other countries of the world also either went 
off gold standard or devalued their standard moneys. The 
result is that at present foreign exchange rates of most of the 
countries of the world do not depend upon the relation of the 
metallic contents of their standard moneys, but upon the 
extent of depreciation of their paper currency or devaluation 
of their standard moneys. Thus we see that the foreign 
exchange rates of a country are also affected by deprecia- 
tion of her paper currency owing to its undue inflation. 

(f) A sixth foctor which affects the foreign exchange 
rates of a country by affecting her various specie points 
is the customs-tax or embargo on the export or import of 
specie from or into that country. In case the export or 
import of specie is prohibited, the specie points originally 
fixed become useless, and market rates of exchange may go 
to any extent either side according to the demand and supply 
of bills of foreign currency, for there remains no more an 
effective machinery to control them. On the other hand if 
the export or import of specie is not prohibited but dis- 
couraged by the levy of a customs duty, then the specie points 
of that country's exchange rates are widened further, for 
this tax becomes an item cf additional expense in the trans- 
port of specie from or into that country. Consequently the 
market rates of exchange get wider range for movement 
from one direction to the other. Similarly other factors that 
give a wider field to an exchange rate to move from one 
directicn to the other according to the supply and demand 
of bills of foreign currency are the expenses of transport of 
specie from one country to the other such as shipping freight, 
insurance premium, etc. Variations in the amounts of these 
items of expense change the specie points that control the 
market rate of exchange. Consequently exchange rate 
between two countries Is also affected by changes in the above 
items. 



278 MONEy CREDIT AND FOREIGM' EXCHANGE 

(2) Coadilions that affect the demand and 
supply of bills 

Conditions lhat affect the balance of indebtednejs 
between two countn«3 and through that the demand and 
supply of bills or foreign currency are as follows • — 

(o) Trade Condittom The market rale of exchange of a 
country with another depends upon the demand and supply 
of bills of that foreign country into that country Bills are 
drawn for the value of goods exported Thus if a country 
has exported more goods to another than If has imported from 



On the ether hand il at any Urn* a country has Imported 
more goods from a foreign country than her exports to il the 
demand of foreign currency or bills will be larger than their 
supply Consequently the price of foreign bills into that 
country will have a tendency of rising The same unit of 
home cjrrency mil begin to eicnange for less ol foreign 
currency or the same unit of foreign currency vnll begin to 
exchange for more of home currency The erohang® rata 
wifi tend to become favourable to the foreign country and 
unfavourab'e to that country which has imported more But 
here also the limit beyond which the exchange rate will not 
Tl5“ or fh“ orice of foreign currency in ierms of hoaia currency 
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will not go iB that specie or gold point beyond which it would 
be advantageous for the debtors or importers to make the 
foreign payment by exporting gold or specie rather than pur* 
chase a foreign bill. Thus we see that exports and imports of 
goods including bullion from and into a country affect her 
foreign exchange rates. 

The difference between the total exports and imports of a 
country for a time is said to be its balance of trade. It is 
said to be in favour of a country when her exports are larger 
than her imports. On the other hand if imports exceed the 
exports the balance is said to be against the country. Thus 
excess of exports over imports of a country gives her favour* 
able or strong exchanges. On the other hand excess of 
imports over exports of a country gives her an unfavourable 
balance of trade and with that unfavourable or weak ex- 
changes. Generally India hos a favourable balance of trade. 
Out of every ten years India has a favourable balance of trade 
in nine. Consequently generally Indian exchange rates 
have a tendency to be in favour of the country. 

It should be noted that the foreign exchange rate between 
two countries at any time depends not only upon their mutual 
trade conditions and balance of indebtedness arising there* 
from, but that it is also affected by the intervention of a third 
country, Suppose for instance that at any time India has 
imported more goods from lapan than it has exported to it. but 
at the same time it has exported more goods to China than it 
has imported from that country In this instance India may 
draw upon her credit balances in China in order to pay off 
her debts to Japan. If this is done the exchange rate bet- 
ween India and Japan will not be so adversely affected by 
their trade conditions, but there is no doubt that exchange 
rate between China and Japan shall be affected by them 
all the more and shall have the tendency of becoming in 
favour of Japan and against China. Thus it becomes clear 
that a country's foreign exchange rates with the other 
countries of the world do not depend upon her trade relations 
with every other country separately, but upon the exports and' 
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imports of that country to and from other countries oi the 
world as a whole or on her total balance of trade 

Hxports and Imports of merchandise which affect the 
foreign exchange rates of a country aJsa include the exports 
and imports of bullion or specie for they also affect the 
demand and supply of foreign bills In the same manner as 
the ordinary trade goods Ordinarily gold or specie is not 
imported into a country unless her exchange rate becomes so 
favourable against another country that it becomes possible 
for her people to gel go’d from that foreign country at a price 
cheaper than the price at which it can be obtained inside 
the country This is generally the case when the exchange 
rate if tjuoted In terms of foreign currency crosses the limit of 
the maximum specie point Similarly gold or specie is not 
exported from a country unless her exchange rate becomes 
so much against it that payment by exporting gold or specie 
becomes cheaper than by purchasing o foreign bill This is 
generolly the ease whan the exchange rate if Quoted in terms 
of foreign currency crosses the limit of the minimum specie or 
gold point For example before England hod gone off gold 
standard India used to import gold whenever the Indion 
exchange rote crossed the limit of Is 6 3/l6d maximum 
specie point On the other hand it used to export gold when* 
ever her exchange rale fell below Is 5 49/64d the minimum 
specie or gold point Except during the period of world 
economic crisis and trade d“pr“'s on which oifec'ed Indian 
economy with Q very severe force from 1931*32 India used to 
have very heavy favourable balances of trade Conse* 
quenlly in those days her exchange rate rarely fell below 
the minimum specie point necesslloting the export of gold 
In those days India usually imported large quantities of gold 
from other countries specially Englond During the period 
of economic crisis and trade depression India s favourable 
balances of trade became extremely low and' exports ol’ gojb’ 
from here were very large 

(6) Invisible exports and imports Foreign exchange rates 
of a country ore affected by her exports and imports of m^r 
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chandise for they determine her balance of indebtedness and 
thereby influence the demand and supply of foreign bills into 
that country at that time. Besides these exports and imports 
of goods there may be various other items which may affect a 
country's balance of indebtedness e.g., payments arising out 
of services rendered to or by the country with regard to the 
other countries of the world. Every year India has to pay a 
large amount to Great Britain by way of freight earned by 
British ships for the transport of goods to and from India to 
other countries of the world. NexL every year there is a 
huge amount of interest or profit earned by British capital 
invested in various trades ani industries in India. Then 
there are salaries and pensions payable to Englishmen in 
Great Britain for services rendered to India by them either 
in India or in England, large amounts of yearly expenses of 
the Government of India in England for the recruitment and 
maintenance of English soldiers for the Indian armies, 
educational expenses of Indian students studying in various 
universities and colleges of Great Britain, expenses of Indians 
v/ho go to England on business or pleasure trips, etc. All 
these debit items affect India's total indebtedness to England 
and through the demand of English bills influence her 
exchange rate with England. 

On the other hand there are several items for which India 
has to receive payments from England e.g., the expenses of 
English tourists in India, the expenses of the Government of 
India over the maintenance of Imperial Armies in India, 
etc. For the sake of convenience of expression in a com- 
bined form and to reflect the nature of their affect on the 
foreign exchange position of the country, these various items 
for which a country has to pay or receive payment from other 
countries are called her invisible imports and exports. Items 
f or . whi ch _Q country h as to pay to other countries are k nown 
asjmr invi sible imports, vrhile items for vrh ich a mnntTy has 
t o receive payment from other, c ou ntries are known ns her 
invisible—expsxis. Normally India has a big favourable 
balance of trade of her visible exports and imports, but the 

balance of indebtedness of her invisible exports and imports 
36 
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I» a very heavy unfavourable bolence and if alfeefs the 

foreign exchange rale of India with England very maletlolly 

Before the economic depreeiioo of 1931-35 generally Ihe 
favourobJe balance ol trade of fndia 8 viaibte exporia and 
iinporis used to be about Rs 95 crotes whffe the un 
favourable balance of trade of India's Invisible exports and 
imports used to he about Es 50 crores Thus on the whole 
normally India used to have a favourable balance of In 
debtedness of about Ra 45 crores, which used to be liquidated 
by the import of gold and silver During the viorld economic 
depreesion India's exports of goods fell more heavily than her 
imports, and as such her favourable balance of trade of 
visible exports and Imports dwindled very rapidly while the 
unfavourable balince of her Invisible exports and imports 
was more or less the same as before Consequently from 
1931-32 to 1939 40 India exported Jorge quantifies of gold to 
mointain her exchange rates 

(c) A third factor that affects the foreign exchange 
rates of a country by Influencing the balance of indebtedness 
which Is In course of being pold consists of stock exchange 
operations Shores and debentures oi some ef the Important 
companies of the different countries of the world ore such 
that they are readily sold and purchosed in the different 
stock exchanges oi the world These securities ore known as 
International stocks and variations in prices of th^se stocks 
at different centres result in orders to buy or 8“11 being 8=nl 
from one centre to another Dealings m these stocks ora 
genuine as well os speculative Whatever be the nature of 
these dealings they affect the demand and supply of foreign 
bills or currencies of the counlnes whose people take port in 
these international dealings and as such affect their foreign 
exchange rates Between different Important stock exchanges 
of the world such as New Yoik London Paris Berlin, Bombay, 
Calcutta, etc, there ore olwoys international accounts run- 
ning as a result of these deolmgs and their settlement affects 
exchange rates 

Similarly sometlmea the attraction of cheap money in 
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some foreign country tempts the people of a country to float 
their loans into that foreign country. A loan may be floated 
by a private company or the government of a country. A 
loan may be floated either In terms of home currency or in the 
currency of that foreign country. If a loan is floated in 
a foreign country in terms of foreign currency! it increases 
for the time being the supply of foreign bills or currency in 
the borrowing country and as such affects her foreign 
exchange rate by making the foreign currency cheaper in 
terms of home currency. On the other hand if a loan is 
floated in a foreign country in terms of borrowers currency, 
it increases the demand of that currency in the foreign 
country/ which is the same as saying that the supply of foreign 
currency inside the debtor country increases Consequently 
the result of both the above arrangements on the foreign 
exchange rate of a country is the same. The price of 
currency of borrower's country in the foreign land increases 
or the price of foreign currency in the debtor country falls. 
This is generally the way in which the foreign exchange 
rate of a country is affected at the time a loan is floated. 

On the other hand at the time of repayment of a foreign 
loan or the payment of interest or profit accrued thereon from 
time to time, the foreign exchange rate of the debtor country 
is adversely affected for then the demand of foreign currency 
inside the debtor country increases, and as such other things 
remaining the same, the price of foreign currency in terms 
of currency of the debtor country rises. It should be noted 
that at a time of exchange weakness such credits of a country 
in foreign lands help her to mair tain her exchange rates by 
liquidating those credits. Such loans are very often raised 
in important financial centres of the world such as London, 
New York, etc., where money rates are generally low. The 
Government of Ihdia very often floated such loans in the 
London Money Market. Moreover some of the industrial and 
commercial companies in India have also from time to time 
floated such loans in the London Money Market. Before the 
present world vrar the total amount of such capital borrov.- 
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Ings of India both on GcTernment and pnvala accounl was 
obout Rs 778 croros 

(d) A fourth factor that affects the foreign exchange 
rates of a country consists of the operations of her exchange 
banks These banks have branches in different countries 
of the world and finance their foreign trade by lljeir exchange 
operations They buy and sell foreign bills If a country 
quotes its exchange rate with regard to another in terras of 
its home currency such as India quotes Japan Rs 7S 7/8 
per 100 yens exchange banks purchase exchanga or foreign 
bills at low rates and sell at high rates On the other hand 
if a country quotes its exchange rale with onother in terms of 
foreign currency such as India quotes England Rs 1/ per 
Is 6d exchange banks purchase exchange or foreign bills 
at high rates and self them at iow rales By doing this 
business they make a profit for themselves Even if a bonk 
expects that there will be no variation in the foreign exchange 
rote between two countries It nay discount a long period 
bill and hold it till moiurity and recoup its advance by sell 
Ing a short period bill This is done by bonks to moke a profit 
by Investing their funds in such short period self liquldotlng 
securities Thus a bank may buy or sell foreign exchange In 
order to take advantage of differences in exchange rates at 
different times or the differences in buying and selling rates 
at the same time or In order to earn Interest by investing its 
short period funds in the form of discounting foreign bills 

In order to take advantage of different exchange rales at 
different times banks buy and sell forward exchanges or 
foreign bills that mature after several raonths from the dale 
of their purchase or sole In order to protect themselves 
from losses which may arise duo to fluctuations in exchange 
rates businessmen also prefer to enter Into a forward 
exchange purchase or sole agreement with an exchange 
bank Sometimes exchange banks also transfer their funds 
from one country to another through thotr various branches 
In order fo take advantoge of different rates of Interest 
prevailing In the different countries at the same time Funds 
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are transferred from the various branches of that country or 
countries v/here the rates of interest are low to the branches 
of that country or countries vrhere interest rates are high. 
All these activities of exchange banks olso affect the 
exchange rates of a country by increasing the demand or 
supply of foreign bills into that country. 

Another v/ay in which banks as well as other persons may 
affect the exchange rates of a country are their arbitrage 
operations. Arbitrage is the name given to that type of 
speculation vrhich arises out of the difference in prices of the 
same commodity at different centres at the same time. For 
example suppose the exchange rate between India and 
England is quoted in Indian exchange market as Is. Sd# 
v;hile in England it is quoted at the same time as Is. 6^. 
per rupee, la order to take advantage ol this dillerence of 
^d. per rupeei a bank or a person v/ha has a branch or 
correspondent in India will draw a number of rupee bills in 
England upon his Indian branch or correspondent and sell 
them at Is. 6jd. per rupee. At the same time he will ask his 
Indian correspondent to draw on him an equal amount of 
sterling bills and sell them here in India at the rate of Is. 6d. 
per rupee. Thus these bills vrill cancel each other and the 
parties will make a profit of per rupee on their deal, which 
they can share betvreen themselves. This is known as an 
arbitrage operation in foreign exchange. 

If in an arbitrage operation only two countries are in- 
volved the arbitrage is said to be a simple one. On the 
other hand if several countries are involved in an arbitrage 
operation and the advantage of difference in exchange rates 
is taken in a circuitous method/ the arbitrage is said to be a 
circuitous one. For example suppose at any time the follow- 
ing exchange rates prevail in the exchange markets of India, 
England and France t— 

p 

England. France. 

Is. 6d. per rupee. 70 francs per 
70 francs per £ 542 francs per 

Rs. 100/-. 


India. J 
Is. 6d. per rupee. 
542 francs per 
Rs. 100/-. 
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From the above quotations It Is evident that sterling pound 
Is cheaper in France than In India Thus If an Indian may 
purchase sterling in India for Rs 100, ha will gat £ 1 \ On 
the other hand If he may pacchose sterling pound through 
France, he will be oble to purchase S42 francs in 
France with his Ra 100, and then with these 542 francs in 
France he can purchase £ 542/70 payable In Englond 
Thus with his Rs 100 ho Is able to purchase in England 
through France £542/70 minus 15/2 or £17/70 more This 
amount converted Into rupees at Is 6d. exchange rate pre- 
vailing th“n between India and England will give to the 
Indian dealer a profit of Rs 3/3/9 S/7 per arbitrage deal of 
Rs 100. This Is kno vn as a circuitous exchange arbitrage 
operation All these arbitrage operations whether simple or 
circuitous affect the demand or supply of foreign bills or 
currencies, and os such affect the foreign exchonge rates. 

Balsnce of Trade Theory 

In the foregoing pages v/e have studied the different factors 
on which the market rates of exchange of any country at 
any time depend It Is clear from those pages that the 
price of foreign bills or the market rates of exchonge of ony 
country at any time depend upon the demand and supply of 
foreign bills which on their turn depend upon the various 
items for which a country has to pay to other countrfes and 
the various Items for which a country hos to receive pafiaent 
from other countries or the balance of indebtedness 
Among allthe Items for which a eounrry has to rscelve pay 
menl Irom other countTl«a or has to make payment to other 
countries ol the world, gsnerolly foreign trade conditions or 
exports and Imports play the most dominant part and 
exchange bills are mostly drawn or demanded In response 
to these trade conditions Consequently the exchange rat‘=‘S 
of a country are determined mostly by her foreign trade 
conditions * e , the exports and imports of goc^s or tbs 
balance of trade If a country has exported more to other 
countries than what It hos imported from them or has a 
favouroble balance of trade then generally It shall hove a 
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larger supply of foreign bills Lhon their demand, and as such 
its exchange rates shall' become favourable to it. On the 
other hand if o country has imported more from other countries 
than what it has exported to them or has an unfavourable 
balance of trade, then generally it shall' have a larger 
demand of foreigO/bills or currencies than their supply, and 
as such its exchojjge rates shall become unfavourable to it. 
Thus wo see t^at the exchange, rates of a country depend 
mostly upon its balance of trade, and this is commonly known 
as the Balance of Trade Theory of Foreign Exchange 
Rates. 

Kinds of Exchange Rales 

In the foreign exchange market of a country sometimes 
several exchange rates are quote t for the same foreign 
country. Foreign exchange rates are generally the prices of 
foreign biffs. Biffs are of various kinds. Some are payabfe 
on demand or at sight while others are payable after some 
time— 'several days or months. Thus in the case of some 
foreign bills foreign currency can be obtained by the pur- 
chaser or his agent immediately after the punchase of the 
bill, while in the case of others the purchaser is able to obtain 
the foreign currency purchased after some time — one, two, 
three, four or six months. Payment for both the kinds df 
bills has to be made immediately after the purchase. 
Consequently in the case of prices of bills of the former type 
or their exchange rates, there is no element of interest. On 
the other hand prices of bills of the latter type or their 
exchange rates have an allowance of the loss of interest to 
the purchaser for the period commencing from the date of 
the purchase of the bill till the date of its final payment. 
Thus if g country quotes her exchange rat e with some 
f oreign country in terms of the currency gf~that fore ign 
country, t h e exchange rate becomes higher as the tenor ~of 
t he bills becomes longer . On the o ther hand if exchange 
q uotation is given in terms of home currency, t he l^geF^is 
the tenor of the bill the lower becomes its exchange rate. 


In this connection it must be noted that the interest v/hfch 
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Influences the prices of different kinds of bills of a foreign 
country in another' (commonly known as short and long 
exchanges) is the rate that preraiis at that particular time 
in that foreign country the pnces of whose bills are quoted 
in the other. This is due to the fact that by purchasing a 
foreign bill of exchange# money becomes available to the 
purchaser sooner or later in that foreign country and not in 
his homo country. Below are given the exchange rales of 
dlHerent kinds of short and long period English bills com* 
monly quoted In the Indian exdionge market 2 — 

Is. 6 3/32d. I ^ . 

I.. 6 1/8d. I Shorteichang... 

1« 6 7/32d. 1 
I«, 6 l/<d. I 

Is. 6 5/l6d. ^ Long exchanges. 

Is. 6 7/32d. 

Is. 6 5/lSd. J 

T. T, or TIT means telegraphic transfer. In this case 
advice for the payment to the agent of the purchaser is sent 
to the foreign country by the seller by means of a cablegram. 
Hence It Is called telegraphic transfer. The price is paid 
here by the purchaser in Indian currency immediately on the 
purchase of the transfer and foreign currency is made avail* 
able to him In England within about 24 hours, or the time 
that the cablegram takes In reaching London, Thus here 
practically there is no loss ol Interest. 

On Demand’’ These are foreign bills drawn payable on 
demand, on presentation, or at sight. Consequently the 
exchange rate of these bills is also called the cheque rate. 
In this case the purchaser poys the price here according to 
the rate at the time of purchasing the bill. After purchasing 
♦hA.biJJ.bft.'H/r.’j s«yj/iV.ta-bJA.n)MdJlnx to-EnqJand b^ ordinary 
post or by alr'mail. The receiver In England can obtain the 
payment immediately on Its presentation to the drawee in 
his country. In this case some lime Is lost in sending the 
bill horn India to England# hence the exchange rate con* 


T.T Ready 
On Demand 
D.A. 3 m/s 
D.A. 4 m/s 
D A, 6 m/s 
OP. 3 m/s 
0 P. 6 m/s 
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tains a small fraction by way of interest allowed to the 
purchaser. 

"D.A. or D.P. 3, 4, or 6 mis." These are bills payable 
in the foreign country (in the previous exas3ple London) 
after 3, 4, or 5 months respectively from the date of their 
being accepted or sighted by the drawee. In addition to the 
above periods some time is lost in sending the bill from India 
to England. Thus the purchaser of such a bill in India is able 
to get foreign currency in England after the tenor provided 
in the bill plus the time taken by if in transit from India to 
England and in being sighted by the drawee. Thus these bills 
are not as good as telegraphic transfers or bills payable on 
demand, for in their case a good deal of time is lost between 
the date of paying their purchase price in India and receiv- 
ing payment thereat in England. Gonsegnently these are 
generally called long bills and the rates at which they sell 
are called ‘long exchanges’, whereas the bills of the former 
type are called short bills and the prices at which they sell 
in the market are called 'short exchanges'. Thus in respect 
of time short bills are better than the long ones, and as such 
the prices of different kinds of bills or their exchange rates 
differ according to various tenors of those ’oills. The shorter 
is the tenor of a bill the higher is the price of it. whereas the 
longer is the tenor of a bill the lower is its price. Thus 
telegraphic transfers are the costliest. If a country quotes 
foreign exchange of some other country in terms of foreign 
currency such as India quotes England in terms of English 
currency, the rate for the telegraphic transfers is the smallest, 
v/hereas of others rates increase according to the longevity 
of the tenor. On the other hand if a country quotes foreign 
exchange of some other country in'terms of her home currency 
the telegraphic transfer rate would be the hiqhest, and of 
others rates would fall according to the longevity of the tenor. 

It has been mentioned before that the prices of different 
foreign bills short and long differ according to their tenor. 
The difference between their prices or rates represents in- 
terest on the amount of foreign currency purchased for the 
87 
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penod coam&nolng from ika date o/ purchass to the time 6f 
receiving payment In that foreign country This Interest is 
determined at the rate prevailing In the foreign market where 
the bill Is made payoble and not according to the rate pre- 
vailing In the home money market. The reason of this Is that 
If actually money is required In the foreign country after a 
cerlaln time, the choice Is either to purchase a telegraphic 
transfer and then earn Interest on Its amount In (he foreign 
country by Investing It for lha time It Is not required at 
the rale prevailing there, or to purchasj a long penod bill 
and thus get money In the foreign country at the time when It 
Is actually required On the 'other hand in cose a person 
has to make a payment In the foreign country immediately, 
he con either purchase a telegraphic transfer ond make the 
payment at once, or purchase o long period foreign bill and 
obtain cash in the foreign country immediately by discount* 
Ing It ot the then discount rate prevailing there and then 
make the payment. Thus in both the cases of immediate and 
deferred payments the rote of Interest of the foreign morket 
where the different bills ore made payable influences the 
difference In their prices or exchonge ra les. 

An argument that may be advanced against these 
arrangements Is that a person in India who has to make a 
payment to on Englishman after tome time and not 
Immediately may be Influenced by the high rate of Interest In 
the home market and as such unless ho gsts the long period 
bill at a reasonable price determined by the homo market 
rale of interest, ho may postpone the purchase of a foreign 
bill until and unless the time of payment has actually come 
and when that time actually comes ho may purchase a 
telegraphic transfer and make the payment There is no 
doubt that such an oltematire is available to an Indian 
debtor, but it must be noted hero that by doing so the Irdlan 
debtor shall take the risk of flueloalfons of exchange raie upon 
himself and in case he is prepared to take (his risk (which is 
generally not the case) he can do £0 This shows Ihol the 
difference in prices of different kinds of foreign bilIs“"shorl 
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and long period bills depends more on the rate of interest 
prevailing in the foreign market where they are made pay- 
able, though that may be slightly influenced also by the rate 
of interest prevailing in the market where they are offered 
for sale. 

Tel quale or tel quel exchange rate. Tt has already been 
mentioned before that generally exchange rates between 
two countries are quoted for two kinds of bills — short and 
long bills. Long bills may be of one, two, three, four, or six 
months. Prices or rates of long period bills also contain an 
allowance of interest for the time provided in the bill. When 
a bill is actually under sale, it is sometimes found that the 
number[!of days that it has to run before maturity does not 
exactly correspond with the number of days provided as tenor 
in that bill. The reason for this is that in the case of that 
bill some period of its tenor has already expired. The 
exchange rate of such a bill differs from the rate of bills of 
similar tenor out of which no period has as yet fxpired and 
the bills have to run their full tenor in order to mature and 
become payable. The price or exchange rate of bills of 
which some portion of the tenor has already expired before 
sale is technically known as the 'tel quel rate'. For example 
suppose a person in India offers for sale a bill of £ lO/- 
which was originally drawn payable after 3 months, but from 
the date of sale r ow it has only 2^ months left to mature, the 
rate for three months bills is Is. G^d. per rupee and the bank 
rate in London is 4%. The price of this bill will be ascer- 
tained as shown belov; : — 

The basis of calculation is 3 months rate which is Is. 6|d. 
per rupee. 

At Is. 6jd. three months rale £ 10 are equal to Rs. ISl’S 

Interest at 4 % fori month on Rs. 131 5=Re. 0’22 

the price offered 'for £ 10 bill originally payable 
3 months after, but now payable after 2i months v/lll bo 
Rs. 131'5 plus Re. 0'22 or Rs. 13r72. 

Therefore the rate of exchange .at vrhich this bill v;lll be 
offered for sale will be '■ — 
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Rs. 131’72 are equal to £ 10/*. 

Therefore Rs. !/• ia equal to Is. 6 726/3293d.— the tel quel 
exchange rale of the above bill. 

It should be noted here that In case the basis of colculo- 
tlon talen fa the exchange rate of any bill shorter than 

months duration, Interest amount instead of being added 
shall be deducted In the above calculation and thus the te! 
quel rate of the bill which has 2) months as yet to run shall 
be calculated. For example 

£ I0/< payable after 2} months. 

At Is. 6 l/6d. one month rate £ 10 are equal to Rs. A. 

Minus Interest at 4% for li moftlh=R8. B. 

Theretoro the price offered, for £ 10 bill will be Rs. A 
minus B. 

Therefore the tel quel exchange rale will be * 

Rs. (A minus B) Is equal to £ 10. 

or Rs. ih Is equol to £ 10/* divided by (A minus 6). 

Thus a tel quel exchange rale of a bill is the rate of that 
bill calculated on the bosis of the rate of a long or short 
period bill In order to correspond to the term of the bill which 
thot particular bill has still left to run In order to mature. 
Generally this rale Is calculated In order to find out the 
exoct price ot a tenor bill on a particular dale In order to 
facilitate the business of sale or purchase of exch .nge without 
the loss of Interest to any party. 

QueslioDS 

1. Whst la meantbr narfcet rate of eubanga? How i» It deter- 
rained between any two eountrtaa? Explatn. 

2. What are epede points? How do ther control the marhel 
rate dt exchance'Deiween‘iwoco«nir»ei"r "ixiSiSin. 

3. Trace the relation between the favourable balance of trade of 
a country and her foreicn exchange rales. 

4. "Generally favourable exchange rales of a country are benefi- 
cial to Ita consumers end bermful to fia producers." Comment on this 
sfateuient. 
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5. Describe brioUy the diiferenl factors v;hioh affect the market 
rales of exchange of a country. 

6. 'Wbat do you understand from the invisible exports and imports 
of a country ? Hovr do they affect the exchange rale of a country ? 
Explain. 

7. V^at is Balance of Trade Theory of foreign exchange rates ? 
Explain the theory and point out it limitations, if any. 

8. What do you understand from short and long exchanges ? 
Vniich of the lv;o are cheaper and vrhy ? Explain. 

9. Write short notes on 

(а) T.T., 

(б) D-fl. 3 m/s-, 

(o iTel quale exchange rate. 

CHAPTER XVII 

RATIO CONTROVEuox 

In the foregoing pages v/e have studied that the external 
exchange values of Indian standard or India's mint pars of 
exchange vath England and through that with the other 
countries of the world have been dif erent at different times. 
Naturally a question that arises is what is the correct or 
proper external exchange value of the standard money of a 
country. Technically this is known as the normal rate of 
exchange and in a general way it is defined as "one vrhich 
prevails in. and brings about conditions of equilibrium in the 
balance of payments and of general economic stability. This 
rate imposes no strain either on the balance of payments or on 
export industries ; causes, consequently, no continuous outflow 
or inflow of gold ; subjects the internal economy of a country 
to no undue stress and reflects the basic economic 
relations, including the relations of price levels, of one 
country and another."^ Fixing the mint par of exchange of 
any country at a rate higher than the normal rate vrhen that 
mint par is fixed in terms of foreign currency is technically 
called over-valuation. On the other hand fixing the mint 
par of exchange of any country at a rate jov.-er than the 

^Kiitcry end Frob’.ems of Indian Currency by D. K Malkotra, 
page 8- 
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normal rate, when that mint par l3 fired In terms of foreign 
currency is technically called undervaluation Both over* 
valuation and underva'uaHon of a counlrys standard In 
terms of other foreign currencies Indicate abnormal mint pars 
of her foreign exchange 

Devaluation fa also a technical currency term and is 
applied to the process of a deliberate attempt to reduce the 
external exchange value or purchasing power of the standard 
money of a country by decreasing s'atutorily the quantity of 
gold or foreign currency Into which that standard money is 
changeable In the foreign exchange market Thus devaluo' 
tfon is a deliberate step towards reduction of the externa! 
value of the s'andard moneyof a country undertaken either 
with the 6bject of correcting the wrongs of an over valuation 
OP to secure certain temporory odvontoges of an under- 
valuation. An over>valued currency discouroges exports and 
export industries and encourages imports v/lth the result that 
the normal bolance of payments of the country Is upset and 
exports of capitol and gold are stimulated On the other 
hand an undervalued currency discourages Imports, 
encourages exports and export industries with the result that 
the balance of payments of the country tends to become 
favourable and imparts of capital ond gold are stimulated. 

It must not be over'Iooked here, that both over-valuation and 
undervaluation cause only temporary dislocations In the 
relative prics'levels or parity of two eounlrles and in course 
of time the old or normal purchasing power parity again 
gels established in them, and the temporary dlsadvazxlage 
or advantage of over or under valuotion of the mint par of 
exchange disappears 

In India the problem of the standard and Its external 
value or the mint par or pars of exchange is an old one . It 
dates as far back as 1893 when India gave up the silver 
standard and free coinage of rupee Truly specking this 
ratio controversy is duo to the artificiality of the Indian 
currency standard contained In gold exchange standard and 
sterling exchange slandord systems adopted by this ccruntiy 
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from time to time. In 1893 the Fosvler Committee recommend- 
ed and the Govt, of India accepted 1 s. 4d- as India s mint 
par of exchange \vith England though the real gold value 
of the silver contents of the rupee was then much less than 
Is. 4d. and even the exchange value of the rupee due to its 
scarcity in circulation was a li'tle less than Is. 4d. or about 
15’9d. Then during the period of the Great War of 1914 
IS owing to great rise of the price of silver coupled v/ith a 
continuous favourable net balance off oreign trade Indian 
exchange rate rose higher from year to year. In 1920 the 
Babincton Smith Committee emphasized the importance of a 
stable exchange rate and fixed India’s mint par of exchange 
v.-ith England at 2s. gold or 2s. 4d. sterling to a rupee. It 
should be noted here that in spite of a high price of silver at 
that time the real value of the metallic contents of the silver 
rupee was not 2s. gold or 2s. 4d. sterling, but the Committee 
recommended an overvaluation of Indian mint par of 
exchange on the follov/ing grounds: — 

(1) Over-valuation would make the rupee a token coin 
and that would ensure the working of the Gold Exchange 
Standard as before. 

(2) A high mint par of exchange would enable the country 
to obtain imports of goods at lower prices, while her exports 
would not be affected adversely for there \vas a great vrorld 
demand for Indian raw materials and food-stuffs. 

(3) High mint par of exchange would help the Indian 
industries by enabling them to import foreign machinery and 
stores at lower costs, and by maintaining the cost of living 
of labourers low would prevent any rise in their wages. 

(4) High mint par of exchange would enable the Govern- 
ment of India to pay off Home Charges with a smaller num- 
ber of rupees. 

Mr. D. N. Dalai a member of t’ne Babington Smith Com* 
mittee was opposed to the over-valuation of the rupee and 
fixing India s mint par of exchange at 2s. gold or 2s. 4d. 
sterling. Ho was in favour of going back to the old rate of 
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Is. 4d. for he held that the then high price of silver was due 
to artificial reasons. He opined that a high exchange would 
horm Indian industries and exporters very much and at the 
same lime causa enormons losses to the I'Govemroent of India, 
for her sterling holdings when converted Into Indian currency 
at the new rata of exchange, would depreciate tremendously. 
Inspita of Mr. Oolal a minute of dissent to the Committee's 
report contoining a very timely warning and an opposllioa 
In the country, the Government of India fixed the Indian mint 
par of exchange with Englond at 2s gold or 2s. 4d. sterling 
per rupee through various notifications and the Indian 
Coinage Amendment Ad of 1920. From June 1920 there 
arose a very great demond otsterUng in India cn account 
of a fall in exports and a great rise in imports The 
unfavourable balance of India’s foreign trade of that time 
was accompanied by a foil In the price of silver in the 
world markets. Both of these foctors combined to threotea 
the stobdtty of the newly established Indian mint par of 
exchange. 

The Government of India tool steps to prevent the fall of 
Indio's exchonge rote and molnloln it at the rote of 28 gold 
or 2s, 4d, sterling by offering Reverse Council Bdls at rates 
based on the new porlty or mint par. Despite efforts of the 
Government of India to maintain Indian exchange at the 
new parity, it beqon to fall and the fall was further accen* 
tuated by the deflabonary policy of the British Government 
which wonted to come bacfc to gold s’andard Government 
ol India’s attempts to maintain Indian exchange at the new 
high parity by selling Reverse Councils at the new rales and 
by contracting the volume ol currency in circulofion caused 
tremendous losses both to the Government and the business* • 
men. ' The loss to the Indian exchequer caused by the ill- 
advisid attempts to maintain the rupee ot 2s. omounted to 
Ra 40 crores Merchants In India who had ordered goods 
from England in the hope that they would pay for them at 

^History and Problems of ladisa Currency by D K Malbotrs. 
page 45. 
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the rate of 2s. per rupee, suffered very heavy losses for the 
Government could not maintain the fixed rate and by 
December 1920 it fell down to the lovr level of about la 5d. 
pur rupee. In March 1921 the Indian exchange rale fell 
still lov/er to Is. 2jd- sterling or under Is. gold. From 1922 
lo June 1925 Indian exchange rate recovered and came upto 
the level of Is. 6d. gold, and any further rise in it vras 
prevented by the Government of India by introducing the 
practice of purchase of sterling bills in India at the rats of 
about Is. 6d. per rupee. 

In April 1925 England returned back to gold standard 
and In August of that year v/as appointed the Hilton Young 
Currency Commission. In 1926 the Commission gave its 
report and majority of its members recommended Is. 6d, per 
rupee as India's mint par of exchange v/ith England and 
gave the following arguments in its favour ' 

(1) The present market rate is about Is. 6d. It has been 
at that level in relation to gold since June/ 1925, and in 
relalion to sterling since October/ 1924. 

(2) At the present exchange rate of about Is, 6d./ prices 
in India have already attained a substantial measure of 
adjustment vdth those in the world at large, and, any change 
in the rale v/ould mean a difficult period of readjustment. 
Involving wide spread economic disturbance. 

(3) The commission did not believe that there v/as then 
any moladjustment in wages either of agricultural or of 
manufacturing industries. They admitted that certain 
important industries of the country wore in a state of depres- 
sion, notably the steel and cotton mill industries, but they 
asserled that relief in them could not be obtained by mani- 
pulation of the exchange rate. 

(4) It is true that many of the current land revenue con- 
tracts wore settled when exchange was Is. 4d. ; but in view of 
tho groat rise in prices since 1914 the commission did not 
regard Is. 6d. exchange rate a hardship in that respect. 
With regard to other long term contracts the commission 

38 
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asserted that contracts and ofrangemenla concluded prior to 

1918 slill existent were not In bulk larger than those con- 
cluded after 1918 when the exchange rate had broken away 
from Is 4d. Moreover really most of the contracts were 
short-term obllgaftons and not long term 

On account of the above reasons the commission con- 
cluded that from the t>oint of view of prices, wages and 
contracts. least disturbance would be caused and least injury 
would be done to all the interests concerned, by adhering to 
the dejacto rate of Is. 6d. 

Commission's Argamenls Against Reversion 
lo Is. 4t) 

(1) Is. 4d. exchange rata has been odvocated and des- 
cribed by many os the natural rate, but wa have not been 
able to ascertain exactly what is meant by fhot term. 
Fluctuations In exchange are produced by the mutual Inter- 
action of Internal and external prices, and os the level of 
Intemol prices is determined mainly by the volume of internal 
currency, the only rate which can properly be regarded as 
noturol IS the figure at which these pdces are In adjustment 
with the existing volume of currency and are also in equili- 
brium with external prices. From this point of view Is. €d. 
appears to be clearly the natural rale under present con- 
ditions 

(2) The commission did not agree with the view that in 
case of an adverse balance of trade, it would be more 
difficult to maintain exchange alls 6d. than la. 4d with the 
establishment of a central currency and banking authority, 

. with full power to make its credit policy elfecfive, provided 
that gold and gold securities reserves were sufficient to 
prevent their exhaustion before the necessary contraotlon of 
.the bod biermbirousilLt about. 

(3) It had been suggested that competition from foreign 
countries with depreciated at dopreciallng currencies, such 
as France and Belgium, could be met by lowering the Indian 
exchange to Is 4d. The commission contended that once 
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those currencies had been stabilised/ the adoption by India 
of a ratio of Is. 4d. rather than Is. 6d. would not leave her 
in any belter position to meet that competition. 

(4) It had been suggested that if world prices fell in future 
Is. 4d. rate would check a rapid fall of prices in India than 
Is. 6d. rate/ but the commission argued that in the near 
future no abnormal fall of prices was expected in the world 
and in case there was any prolonged fall of prices that would 
certainly react on Indian prices whether the exchange rate 
was Is. 4d. or Is. 6d. 

( 5 ) The commision contended that a reversion to Is. 4d. 
would be beneficial to certain sections of the community e.g., 
debtors, exporters, and employers of labour at the expense 
of certain other sections e.g., creditors, importers, and wage 
earners and that too only temporarily during the period of 
adjustment and not to the country as a whole. 

(6) Is. 4d. exchange rate was not effective from 1917 
to 1925 and it could not be contended that prices^ and wages 
in India in 1925 vrere adjusted to that ratio. The only rate at 
which there could be assumed any adjustment of prices and 
wages was the de facto rale of Is. 6d. and as such reversion 
to Is. 4d. rate would result in an • arbitrary reduction of the 
real wages of labour. 

( 7 ) A reversion to Is. 4d. rate would upset the finances 
of the Government of India' by increasing the burden of 
payment of her sterling obligations and would lead to in- 
creases in both Central and Provincial taxation. 

■ The Minute of Dissent 

Sir Purshotamdas Thakurdas a member of the Hilton 
Young Currency Commission disagreed from the opinion 
of the majority of members of the Commission that Is. 6d. 
was de facto exchange ratio at that time, and that prices, 
wages and costs in India had adjusted themselves to that 
ratio. He prepared a minute of dissent and recommended 
a reversion of Indian mint par of exchange to the old rate 
of Is. 4d. His arguments against Is. 6d. rate and in favour 
of a reversion to Is. 4d. ratio are described here briefly 
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(1) In Sepfember 1924« the exchange rote was approxi- 
mately Is 4d gold and Iho Governirent of India could have 
stabilised the rupee at la. 4d gold at that lime. The exchange 
rate 1b 6d. sterling uU Juno 1925 and Is. 6d. gold atter that 
date had been reached by a contraction or undue limitation 
of expansion of currency and stringency of money In the 
Indian money market. The rupee was maintained at Is. 6d 
only by deflation of currency by Rs 8 crores during April 1926, 
and by an offer by Government through the Imperial Bank 
of India to sell Reverse Councils at Is 5|dL Thus Government 
deliberately rejected the opportunity of stabilising Ihe rupee 
at its pre-War ratio of Is 4d whan reached. 

(2) Since June 1926 when Indian exchange became Is 6d 
prices in India had not adjusted to the new level of exchange 
Though prices In India had fallen since June 1925. but that 
fall was more In sympathy with the fall of world prices tother 
then the result of an adjustment of Indian prices to the new 
higher partly of Is. 6d Thus the foil of prices In India as a 
result of a complete adjustment of rupee prices to Is. 6d. 
exchange rate was yet to come With Ihe attempt of different 
countries going bock to gold standard the world prices were 
expected to fall ond undoubtedly to affect Indian prices. 
Thus Indian prices were io foil as a result of two causes and 
that heavy fall of prices was sure to hit Indian producers very 
adversely. 

(3) Wages In India had not been adjusted to the new 
exchange rate of Is 6d per rupee. So long as wages bad 
not been adjusted to the new rote ot Is. 6d , the foreign 
exporters of goods also produced -In India, shall enjoy a 
bounty of 12j per cent and aggresively compete with Indian 
Industries. Adjustment of wages in India to the new exchange 
parity of Is. 6d. by lowering them would entail o long and 
bitter struggle between labour and capital, with conseguenl 
dislocations in the economic organisation ol the country. 

(4) The adoption of Is- 6d. exchange rate would be Inju- 
rious to the debtor class particularly agriculturist, who were 
already over burdened, by imposing on them a deprecfallon 
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of monetary value of their produce and holdings due to a fall 
of prices as a result of the higher exchange rate or in other 
words would increase the burden of their debts to the extent 
of 12j per cent. 

Reversion to Is. 4d. Rate 

(1) The rupee should be stabilised at the rate which obtain- 
ed for nearly 20 years, viz., Is. 4d. to the rupee, for a country's 
standard of value should never be changed unless it is found 
absolutely unmaintainable, or unattainable after a fall. Had 
the 2s. ratio not been put on the Statute under the conditions 
of 1920, and had the Is, 4d. ratio been left undisturbed, when 
the fall in world prices took place, the probability was that it 
would have been naturally reached once more. Reversion 
to Is. 4d. rate would not mean a depreciation of the Indian 
standard, but an elimination of the attempt of an artificial 
appreciation of the rupee represented by Is. 6d. rate. 

(2) It is claimed that reversion to Is. 4d. would mean a 
loss to the finances of the Government of India as against 
stabilisation at Is. 6d , but the loss to Government in sterling 
remittances would be made up in other ways. In any case, the 
gain to Government would be at the expense of the producer 
who has to accept so many fewer rupees for the produce 
he has to sell. 

(3) Reversion to Is. 4d. would cause no hardship to those 
whose contracts were entered into before 1917 and they in- 
cluded the vast mass of agriculturists, who were notorious 
for their continuous borrowing which were rarely repaid. 

(4) In times of an adverse balance of trade. Is. 4d. 
exchange rate would cause depletion of the gold standard 
reserve more slowly than Is. 6d . and India was a country 
liable to bad monsoons at intervals reducing her exports 
heavily for some time. Even granting that the Government 
of India had enough resources to support exchange in such 
an emergency at Is. 6d.. the question was whether it was 
necessary to fix a higher ratio which necessitated larger 
resources 'to maintain itself and thereby undertake a 
substantial risk. 
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(5) If the rupee was slobllised al Is. 6d , Instead of a 
reversion to Is 4d . th“re were grave dangers that India 
would be faced during the next few years with a disturbance 
In her economic organlsallonf the magnitude of which was 
not difficult to estimate but the consequences of which might 
not only hamper her economic development but might even 
prove disastrous. 

The Hilton 7oung Currency Commission Report recom- 
mending India's mint par of exchange at Is. 6d per rupee 
and the Minute of Dissent of Sir Purshofamdos Thakurdas 
advocating a reversion to Is 4d. per rupee was published in 
July 1926 After that dots Ihere grew a controversy in India 
with regard to Is* 6d. or Is 4<3 per rupee exchange parity 
The Government of India through Ibelr Currency Act of 1927 
enforced from Jsf April 1927 1». fid sterling exchange raUo, 
which at thot time meant Is fid gold for England had come 
back to gold stondard in April 1925. From April 1927 to 
September 1929 excepting a few short periods/ Indian 
exchange ccntlanlW showed signs of weakness or a tendency 
towards a fall ond the Government of India very frequently 
sold large omounts of treasury bills and contracted the 
volume of currency In circulation to maintain the exchange 
rate at the high level of Is 6d fixed From September 1919 
there started a depression In world trade and India could 
not remain unaffected. The prices of both agricultural 
commodities and manufoctured goods began to fall and the 
fall In the prices of agricultural commodities was much 
heavier than In the prices of manufactured goods Indio 
being mainly an agricultural country and Indian exports 
being mostly of agricultural commodities, Indian exports fell 
down much more heavily than her Imports. Further the 
Civil Disobedience Movement started In 1930 created o 
nervousness among Investors of capital In India/* who began 
to transfer their capital abroad particularly England. All 
these factors made Indian exchange definitely weak. 
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India's Index Numbers of Wholesale Prices, Exports, 
Imports, Balance of Trade, Net Import or Export of 
Bullion in Crores of Rupees. 


Years 

Index Nos. 
of Whole- 
sale Prices 
with 1929 
as base 
—100. 

Exports of 
merchan- 
dise. 

Imports of 
Merchan-'i 
dise. 

Balance 
of Trade 

Net Import 
or Export of 
Gold Coin 
& Bullion 
+ Net 
Import. 

1926-27 

lOS'O 

309 

230 

+ 79 

+ 19'4 

1927-28 

lOS'O 

329 j 

247 

-t- 82 

-f- 18-1 

1928-29 

102'0 

338 

251 

+ 87 

+ 2V2 

1929-30 

lOO'O , 

318 

239 

+ 78 

-b 14‘22 

1930-31 

82'3 

225 

164 

j + 61 

+ 12‘75 


From the above table it would be clear that the first 
period of years ending with September 1929 was without 
any serious difficulty. Though prices had an all round 
downward tendency, yet both exports and imports of India 
went on increasing. The country's favourable balances of 
trade and imports of gold coin and bullion were on a progres- 
sive-scale. There was an all round prosperity and everybody 
seemed to be happy. At this time there came in collapses 
in the booms of stock exchanges of United Kingdom and 
U. S. A. They gave a great shock to the international trade 
activity of the world. The malady was aggravated" by a 
continuous flow of gold into U. S. A. and France in payment 
of reparations or War debts as the result of the Treaty of 
Versailles. The situation became all the more serious of the 
reason that U. S, A.< the chief creditor nation af the world 
became also the principal manufacturing and exporting 
country. Thus the only way open to the various debtor coun- 
tries of the world to make payment of their debts or reparation 
instalments came to be to export gold to U. S A., France, 
etc. This could not be maintained and therefore it dis- 
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oiganised the currency ond trade conditions o{ the world 
Debtor countries could not meet their foreign obligations on 
the due dates Conseqaenlly public confidence wos ehahen 
credit curtailed currencies depreciated and prices declined 
heavily The result was that total international trade which 
was about Ks 19 000 crores In 1929 came down to about 
Ks 7/733 crores in 1932. 



The Following Table Shows iho Fall in the Export and Import Trades of 
the Various Important Countries of the World 


bMid coNTiiovERSi; 


305 


aiqBnoA.BlUfi— 
ojqBinOABj-f- 
-epBii 
}0 90 aB[B 3 


6S6T 

paiBdtaoo 
SB Bijodmi 
ui euifoag 
0 BBjueoia£ 


(S 3 IOIO -sa) 


Bpodtai 10101 


++ 

-509 

-382 

csio 

++ 

+35 

-6 

+36 

+70 

+87 

-109 

OJ 

to — • 

+ 


-<• 

— H 

f-4 


Oi 

rH 



6 

to 

(b 

03 

S 



CD 

CD 

CO 




nn 00 r* 
tnn cscn ora 
<N| .-1 ra ra 


r-* toco coo toco 
coco a>co 

r-i 0^0 


■ 6 ’’ 6 T oi 
peicdcnoo 
SB s}iodzg 
ai ettipaci 
efiBiueoie^i 


01 

rj* 


Cn 

(p 

pt 

O 

cb 

o 

CO 

03 

o 

b 

6) 

CO 

CO 

CD 

CD 

CD 

CD 



iseioio -sa) 


spodig pioi 


w (O 
CO CO 
CO 


Oitty CD to 

to tT CO O) to 

i-< to ^ lO V r-l 


r-mo cft o CO 

O) (t) iD CS CO 


•626t oi 
psiBdtaoo 
SB epsJi 
uBjeioj pioi 

at oaipaa 

efiBiaeoiaj 


o 

to 

9 

O 

(p 


03 

ch 




•n* 

to 


CD 

(D 

(D 

to 


CO 

cb 


•epBix 
UBioioj [BIOL 
■.Pl>JOM 1° 
efic;ueoiej 


CO 


o> 


ip 

n> 


cs 

(b 


O) 


•(sejojo ’s^} 
©poil 

U& 5 © 10 £ \B\ol 


o 

OQ CO 
UJ cs 


r*«to 

■^o 

dcH 


ff> l-l 

to rH 

CD O 


ID COO 
to •-( CD 'JO 
ojco cpy^ 


to r-t 
CD CO 

i-H Ut 


CO CO 
O) f-i 
CO CO 


•sa 

•uopBjndod 
Jo pcai^ 
jod ©peix 
u6ie,ioj 


CO 

CnI^ 


CNxi* 

O) cs 
coco 


1-4 CD 

cs 


O CD to 
CNO C^O 
O) CO CN iH 


;tCN ot> 
CD C3 O) ^ 

Cl r-4 ^ 




CO 

CNCS 
O) CO 
nt O) 



CN 




Ol C>J 

Oi^ 

0)C^ 

ClM 

Ol “N 


CS -4 

CN CO 

CS H 

CN CO 

C3>05 

O) CO 

C7> CD 

CD 

O) J) 


rH 0> 

rH rH 

rH rH 

iH rH 


iH 

CN 'T-/ 

O) o> 


a 

3 

d 


T3 

G 




a: 

to 


«3 

TD 

10 

c 

o 

O 


>s 

c 


Q 

0 


o 

0 
c 

1 


a 

o 


39 



306 MOMEy, CREOrr AND FOREIGN EXCHAJ4(5£ 

Tha previous table shows that during the slump of 1929-32 
almost all the countnes lost heavily tn their export and import 
trades and their total foreign trade came to occupy an abnor- 
mally depressed condition. The country which was very 
seriously affected was Great Britain Before that trade 
depression London used to be regarded as the centre of 
world 8 international trade and finance Generally people 
engaged In foreign trade tried to maintain a credit balance In 
London. But since 1920 Great Britain's balance of trade had 
begun to decline and demand of products usually exported 
from that country was lolling. During 1928 30 the excess 
of her imports over exports Increased to £ 30 mllifons The’ 
invisible items also showed a loss of about £ 65 millions 
during this period Thus the net credit bolance of the 
country's external transactions showed a idiminution of £ 95 
millions and for the first time in Its hutory In 1931 the country 
wos foeed with the difficulty of an odverse bolance of pay- 
ments omountmg to £113 millions Rumours of this as well 
as a large deficit of about £ 120 millions in the country's 
budget led to heavy wlthdrawob of foreign funds invested 
into that country. 

France. Germany. Belgium, Switrerland. etc., started 
withdrawing their floating balances from London. These 
withdrawals became so quick and heavy that within 4 days 
from Sept, 16, to September 19, 1931. £ 43 millions ol short* 
term funds were withdrawn, and the gold reserve of the Bank 
of England fell down to the extremely tow figure of £ 13 
raiJJions The effect of all these factors was that inspile of 
great efforts both by the Government of Great Britain and 
the Bank of England, the country departed from its gold 
basis and became off geld standard In course of time many 
other countries of the world also went off gold standard. 
India also followed suit. On September 24. 1931 the Ordi- 
nonceWo* VH of tbeGCTeTT.Biank at India announced Uokinq 
of the rupee to paper sterling at the rate of Is. 6d Instead 
of gold which was the position till September 21, 1931), and 

in the same posilfon it was handed over to the Reserve Bank 

ofinkiaon April 1, 1935 with obUgallonMo maintain the 
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rupfee's external value between Is. 6^d. and Is. 5 d. 
upper and lower specie points. 

The effect of England's going off gold standard was that 
except India sterling became depreciated or cheaper in terms 
of currencies of other countries of the world. Like England 
many o‘her countries such as Canada, U. S. A , Japan, New 
Zeland, Denmark, etc , officially suspended the gold standard. 
To over'come these currency and exchange crises and slump 
in international trade and to arrive 'at an international 
currency and exchange agreement a world economic and 
monetary conference was held at London in i933, but due to 
some conflicting political and economic interests of various 
countries it failed. Thus the different countries were com- 
pelled to find a solution of their difficulties by their own indivi- 
dual national efforts. The debtor nations ' inability to pay in 
gold and creditor nations' insistence to receive their payments 
in gold in order to conserve or increase their stock of it led 
the various countries to discourage their imports and en- 
courage the production and exports of both their agricultural 
and manufactured goods. 

The following chart shows the dates of official suspension 
of gold standard, the percentages of depreciation of currency 
systems, the index numbers of wholesale prices, exports and 
imports of merchandise, and balances of trade of the various 
important countries of the world for the years 1931 and 
1935 
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Except India most of the countries in the previous table 
depreciated the external value of their currency standard 
by devalutation or exchange control as soon as the economic 
crisis of 1929*32 set in and international efforts to find a 
solution for the same failed. Column 2 shows the dates on 
which the various countries suspended the gold standard. 
Column 4 shows the index numbers of wholesale prices. 
A comparison of figures in these columns shows that after 
currency depreciation there was a definite improvement in 
the internal price levels in the case of U. S. A., United 
Kingdomi Canada and Japan. On the other hand in case 
of India we see that there was a constant fall in the index 
number of wholesale prices. Taking 19 29 as the base year 
the price level in 1930 was 82'3, in 1931 it came down to 
68*1. and in 1935 to 64*5. On account of this all productive 
industries in India and particularly agriculture badly suffered, 
and there was an all round fall of profits, incomes, salaries, 
and wages ; and there was a good deal of under-employment 
and unemployment. Further a comparison of various figures 
in columns 5 and 6 shows that except India almost all the 
other important countries such as U* S. A.. United Kingdom. 
France, Canada, Japan, etc., as compared to 193 1 improved 
their positions in 1935 in international trade and commerce. 
There was a marked improvement in the balance of trade of 
these countries. On the other hand figures relating to India 
exhibit a very sad state of affairs. 

If we compare our figures of 1935 with those of 1928-29 
i.e.i before the 1929*32 crisis set in, we ,find that our exports 
fell down from Rs. 338 crores to Rs. 157 crores i.e., a fall of 
about 53*6 per cent, while our imports had fallen from Rs. 25 1 
crores to Rs. 140 crores i.e., a fall of about 44*2 per cent. 
Thus we see that during that crisis not only our total foreign 
trade had fallen very heavily but that our exports had fallen 
much more heavily than our imports, with the result that our 
net favourable balance of foreign trade had fallen from 
Rs. 87 crores nearly to the very low figure of Rs. 17 crores, 
while our foreign obligations on account of invisible imports 
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and Home Charges had remained almost the same. * 

The unprecedented heavy fall of prices of agricultural 
commodities unaccompanied by any’reducllon in the stipulated 
money payments of Indian agricullurists to their land 
lords ond money lenders made them quite unable to meet 
even their expenses of production out of the money volue of 
their produce On the other hand owing to a heavy depre* 
ciation of the currency standards of many Important countries 
of the world Irj i^rms of gold, the price of gold in those 
countries became higher than In India Thus as a result of 
heavy losses In agricultural Industry and an attraction of a 
rise of the price of gold, millions of small scattered pait 
savings of the poor agriculturists In the form of small gold 
ornaments came out of their hoards and were sold in the 
market in the form of distress gold. The city bullion dealers 
as well found it o very profitoble business to collect forge 
quontities of gold from the interior and export it to foreign 
countries The Government of India also found a point of 
relief in these gold exports for they enabled it to buy sterling 
bills to pay Home Charges, which in the absence of a heavy 
favourable balance of India's foreign trade could not be poid 
without lowering down the exchange rale to a very low figure 
Thus gold exports from India during the period of economic 
crisis saved the Government of India from a very bad sltua* 
tion The following table shows the net exports of gold from 
India from 1931 when England went o!f gold standard and 
when the economic crisis eel In India completely 


Year 

Net omount oi gold 
exported. (Millions 
of fine ounces) 

Value in crores 
of rupees 


7-73 

57 98 

1932 33 

835 


1933 34 

670 



5*69 





1935-37 

301 


1937-38 

I’TJ 

16*33 

193B 39 

1*35 

13*05 

1939-40 

3*16 

3467 

Totals 

41*78 

362 35 
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Throughout the period of economic crisis as one country 
after another England/ Norway, Sweden, Egypt, Japan, 
United States, Belgium/ France, Holland, Switzerland, Italy# 
and Czecho’Slovakia depreciated or devalued their cur- 
rency standards ; Indio's balance of foreign trade suffered/ 
the price-level inside the country fell down# trade# industry 
and agriculture experienced a depression# unemployment 
and under-employment increased, and exports of gold took to 
alarming figures. Consequently demand for a devaluation or 
depreciation of the rupee in terms of sterling was pressed 
hard on the Government of India. In 1933 there was formed a 
Currency League of India by some big businessmen and 
industrialists of the country to educate the public opinion 
against the continuation of Is. 6d. exchange parity. When 
the Reserve Bank of India Bill was introduced in Legislative 
Assembly in September 1933# in that also there was a provi- 
sion of 3 s 6d. exchange parity. When the Bill was under 
consideration of the Legislative Assembly, an amendment to 
it recommending lowering of the exchange parity was moved 
but was defeated. 

From 1938 the question of devaluation of the rupee or 
the lowering of its sterling exchange parity took a political 
turn in India. In May of that year the Prime Ministers 
of all the provinces where Congress Party formed the 
Government resolved to secure the co-operation of all the Pro- 
vincial Governments of the country to send a representation 
and press the Government of India to devaluate the rupee. 
On June 6, 1938 the Government of India issued a communique 
stating therein that they were satisfied that the maintenance 
of Is. 6d. exchange parity of the rupee was in the interests of 
India and that the sterling resources available in the hands 
of the Reserve Bank and the Government of India were over 
Rs. 160 crores, which were more than sufficient for the 
purpose. 

On December 14# 1938 the Working Committee of the 
Indian National Congress passed the following resolution 
protesting against a continuation of Is. 6d. exchange parity 
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and urging upon the Goverament of India to lower it to Is 
4d. 

"Since the fixation of the ratio at Is 6d. to the rupee all 
trade interests In India and public bodies have protested that 
this measure fa against the vital economic interests of India 
and have Insistently demanded Its revision. Th® Government 
of India have hitherto reafated all these attempts and lost 
Issued a communique on Juno 6. 1933. declaring that it did 
not intend to make any change In the ratio for the lime being 
and in support of that declaration sought to rely merely on 
the instability and uncertainly during fhe period of readjust- 
ment which, according to them, woa likely to cause greater 
loss to Indian Interests than any corresponding gain from the 
change to a lower ratio Since June last {he balance of trade 
has turned more and more against India. The Committee 
are of opinion that the rote of Is. 6d to the rupee has hit hard 
the agriculturist ‘of this country by lowering the price of 
agricultural commodities and given an undue ond unfair 
odvantage to Imports Into this countory. The Worljng Com* 
ffliltee is satisfied that the rate of Is 6d. cannot ony longer 
be maintained by lorge exports of gold which have been very 
injurious to the country Matters have now reached a stage 
when the rale can only be maintained by a policy of contrac- 
tion of currency and credit and by further deplatlon of the 
gold and sterling resources of India and particularly the 
Paper Currency Reserve- Those sterling resources have 
already been used upto an alarming extent and there Is a 
danger of further serious depletion taking place if efforts 
continue to be made by the Government of India to maintain 
the present ratio. The Working Committee look upon suc^i 
prospect with the utmost concern end anxiety. In view of 
this situation the Working Committee have come to the 
conclusion that the best Interests of the oountry demand that 
efforts to maintoln the present exchange level should hence- 
forth cease and urge upon the Governor GenergHn-Council 
the necessity of taking immediate steps to lower the rate to 
Is 4d. to the rupee." 
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To refute the main arguments in me aoove resolution of 
the Working Committee of the Indian National C ongress, on 
December 16, 1938 the Government of India issued an official 
communique in the following words '•— * 

'' The Government of India wish to make it clear that they 
have no Intention of allowing a lowering of the present 
exchange value of the rupee. On the contrary, they intend to 
defend it by every means in their po wer and are confident of 
their entire ability to maintain it. 

It is said that since their previous declaration of June 6, 
1938, the balance of trade has turned more and more against 
India. The fact is that, in every month since June, the 
balance of trade, even excluding treasure, has been in favour 
of India and to an extent greater than in the corresponding 
month of the previous year. 

It is said that the sterling resources of India, particularly 
those of the Paper Currency Reserve, have been used up to an 
alarming extent. The facts are that the assets of the Paper 
Currency Reserve were merged in those of the Reserve Bank 
in April 1935, and that the gold and sterling resources. of 
the Bank are as high now as they were at the time of its 
inception and are in any event more than 50 per cent, of 
the total liabilities as opposed to a statutory requirement of 
40 per cent, only Moreover, since the inception of the Bank 
60 crores of sterling debt have been repatriated. 

It is said that the Is. 6d. ratio has hit hard the agriculturist 
by lowering the price of agricultural commodities. The fact 
is that, since June last, the trend of the price index of the 
chief articles of export has been definitely upwards. 

The Government of India are convinced that a lowering 
of the ratio tn the existing international market conditions 
would produce no appreciable rise in what the cultivator can 
realise for his produce. They are equally convinced that it 
would produce an immediate rise in the cost of wh at he buys. 

It would also seriously weaken the budgetary position of the 
Central Govcrniuont and tho larger Provincial Govornmonls. 

40 
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In foot/ a low6ring in ths ratio woul i do no good to any* 
body except the moneyed and epscalatira interests who 
profit from conditions of uncertainty and disturbance or who 

Secure on odditlonal but unseen all round Increase of Wj per 
cent in the protection afforded to them at the expense of the 
consumer 

Altogether the Government of India have no doulDt that 
it is their clear duty In the Interests of India generally and 
the cultivator. In particular, to defend the present ratio to the 
utmost of their power As already stated they have every 
belief in their ability to do this and they are confidant that 
drastic measures of 'contraction will not be necessary, 
except to the extent that they are forced on them by the action 
of speculators who place their funds abroad In the hope of 
bringing them back at a profit Incidentally, they are con* 
vinced that the exchange would be maisrlQUy stronger 
today, were U not for the fact that there have been torge 
movements of funds to the United Kingdom by these same 
speculative Interests during the fast yeor *' 

During the year 1939 till the commencement of the 
present war on September 3 the controversy relating to India’s 
exchange porlty continued to remain quite lively and 
spirited but after the outbreak of the v/ar It lost all Its force 
for In the first Instance India began to export large quan 
lilies of war materials needed by the allied countries and 
secondly on account of a very rigid exchange control for 
which provision had Immediately been mad“ in th® Defence 
of India Ordinance promulgated on the out break of the war. 
Exchange control regulations und®r the above Ordinance 
require exporters la make o dedoratlcn at the time of ship* 
ment that they would receive payment for their goods In a 
manner and wllhln a time approved by the Reserve Bank 
which Is the agent of the GoTewm'‘nt of India to enforce 
Exchange Control Regulations The problem of exchange 
control we will study-in p subsequent chapter. 

Here one thing worth noticing Is that Indian exchange left 
free to rise In jesponse to heavy exports ond faTOuroble 
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balances of trade during the present vrar years must have risen 
very high, and thereby by checking exports and encouraging 
imports must have automatically corrected the present 
day very high internal price-level to a large extent. Under 
trade and exchange control and heavy purchases of sterling 
by the Reserve Bank of India the sterling exchange rate has 
remained more or less stationary all these five war years at 
Is. 6d. per rupee — a stale of affairs v.'hich is Just opposite of 
v/hat happened during the last Great War of 1914*18. The 
following table gives India's favourable balances of trade, 
Reserver Bank’s purchases of sterling, and average rate of 
exchange in sterling purchases by the Reserve Bank during 
the past five years of the present vrar. 


Year ‘ 

1 

Balance af , 
Trade. | 

(In crores of j 
runees) 

Reserve Bank ^ 
Purchase of 
Sterling ' 

(In crores of 
rupees) 

Average Rate 
of Exchange ii 
Sterling Pur- 
chases by Re- 
serve Bank 

1 

1939-40 

+ 7802 

i 

1 

' 86 

Is. 

1940-41 

i +68 54 

76 

Is. 6d. 

1941-42 

' +79 38 

98 

Is. 6d. 

1942-43 i 

+84-25 

1 122 

Is. 6d. 

19'43-4t ' 

+91’32 

140 

Is. 6d. 


Questions 

1 Write ehorl notes on: — 

(а) OTer-valuatlon, 

(б) Under-valuation, and 

(c) Devaluation. 

2. Describe briefly the arguments given by Babinglon Smith 
Currency Commlilea of 1919 in favour of fixing India’s exchange rate 
at 2s. 4d. sterling, or 2s. gold. 

3. Trace briefly the history of Indian exchange rate from 1919 
to 19. 5, vrhen the Hilton Young Currency Comnusslon Wcs appointed. 

D.3scribe briefly the main reccmmendationB of the Hilton Young 
Currency Commission of 1925 relating to the exchange parity o f India. 
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S Deierib« bnefl7 the main eryuinents adTaaeed by Sir Porsho 
tamdasTbakurdai la fldeocatinge raTerElon to 1 * 4d. exchange ratio 
fa the HllWa Touag Cnnenoy Commlaslon Report o} 1926> 

6. Trace brleflj the hutory of Indian exchange rate from 1625 to 
September 21, 19j1. 

7 What Were the effecti on Indian trade, industry and agricul- 
ture of Indian exchange ratio of la fd and England a g tag off gold 
itandaid on teptember 21. 1931? Dercrfbe brieffy 

8. Describe brleffy the ceueee that encouraged heavy exporU of 
gold from India from 1931-52 to 1939-40. 

9- Describe briefly the ergument* adraneed In December 1538 
by the Working C ommlttee of the Indian National Congress in favour of 
a reversion to la ad exchange parity and the arguments of the Govern 
ment of India in favour of matalataing exchange ratio at Is 6d. 

10 Deteribe briefly the {actora that have helped the Govemmei^t 
of India to maintain Indian exchange rale alls 6d. insplie of heavy 
favourable balances of trade of the country during the present war 
yean . 


CHAPTER XVIIL 
EXCHANGE PEGGING 

Sotoetiffles ovritiQ to o great dept«elaUon in the intrinsic 
value of the'standard money of a country either due to a fall 
of price In the world markets of the metal of the standard coin 
of that country or due to Inconvertibility of its paper currency, 
the foreign exchange role or the external exchange value 
of the monetary standord of ibal country tends to approach 
such a low level, that there Is a danger of a great dislocation 
in the economic life of the ewntry* When the exchange 
rate of a country thus becomes very unfavourable to JU the 
general price-level of both finpoffed goods and those produced 
at home goes very high and all consumers suffer. Moreover on 
account of great depreclolion of the country's standard the 
burden of all foreign payments Including repayment of oh 
previous debt contracts becomes very heavy. Such a stale of 
affaiiB Happened m India from X873 onword owing to a heavy 
fall of gold price of the sHvef contents of the Indian rupee, 
and the exchange volue of the rupee which was obout 2i. In 
1872 come down to about 3s 2d in 1892. In England during 
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he Great War of 1914-18 owing to very heavy payments to 
U. S. A. on account of large supplies of food, munitions and 
raw-materials from that country/ the Dollar-Sterling exchange 
rate showed tendencies of a great weakness. Before that 
war Dollar-Sterling exchange rate was about $ 4 86 = £ 1 ; 
but as war years rolled on. it came down as low as $ 4 76= £1 
and showed tendencies of a further decline. 

On an occasion like the above the currency authorities of 
a country may not leave the exchange rate of their standard 
money to be determined by the natural forces of the intrinsic 
value of their standard or by the condition of import and 
export of merchandise and specie, but may fix the country's 
par of exchange in terms of currency of another country at 
an artificial figure considered suitable, and take all possible 
steps to control the market rates of exchange within narrow 
limits from that parity by providing to the public the bills of 
that foreign country at a fixed ratio based on that artificial 
parity. Technically this is knov.m as exchange pegging. 
By pegging its exchange rate in this manner in terms of 
currency of a foreign country, a country may control its foreign 
exchange rates with regard to all other countries of the world. 
After the fall of gold value of Indian silver rupee from 1873 
onward the Indian currency authorities pegged Indian 
exchange rater in 1898 at Is. 4d.=Re. 1 in terms of English 
currency and from that dale upto this time Indian exchange 
is working on a pegged system, though the rate has been 
changed from time to time according to the notions and con- 
venience of the currency authorities in India. In England 
during 'the Great War of 1914-18 owing to heavy Dollar- 
Sterling exchange depreciation the English currency 
authorities pegged their exchange rate at $ 4'764=£ 1. 

Exchange pegging is an artificial device of maintainina 
the external value of a country's standard or its exchange 
rates at inflated figures, which otherwise would fall to very- 
low- figures as a result of the natural causes. It should be 
noted here that maintaining exchange rates at any pegged 
parity by any country is not possible" unless the currency 
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authorllles of that country somehow try to bring under ihelr 
control sufficient quantll es of the supplies of the foreign 
currency of that country In whose terms they peg the exchange 
rale of IheJr country’s standard, or control the demand of that 
foreign currency In their country In India from 1893 on- 
ward this was managed by creating In England the Indian 
Gold Exchange Standard Reserve Fund and by providing 
Indian importers of British goods Sterling Reverse Council 
Bills at the rate of Is 3S?d per rupee in cose the exchange 
rate showed tendonclea of weakening and falling much belovr 
the pegged rate On ithe other hand If at any time the 
exchange rate tried to go Intuch above the fixed parity the 
Seciotary of State for India offered on behalf of Government of 
India Council Bills at the roteofls^id per rupee In this 
way upto the outbreak of the Great War of 19 .4 IS the Indian 
exchange rata was malntatnad at the pegged rata of Is 4d 

During the Great Wor both ovdng to a greet rise of 
the gold price of silver contents of the rupee and heavy 
exports of war materials ond other goods fror Indio the 
azchonge rate of India could not be maintolned at the eld 
pegged rate of Is 4d and the Indian currency authorities 
had to give up their control In 1910 the Indian currency 
authorities again pegged the rupee sterling exchange rate, 
but this time at a parity ol 2e 4d per rupe^ In spite of 
great efforts this exchonge parity could not be maintained even 
for a short period of time In 1927 India again pegged her 
exchange rate In terms of sterling at the rata of Is 6d per 
rupee and since then It Is b»lng maintained at the new parity 
From April 1927 the old system of Secretary of State selling 
Council Bills at the upper specie pmnt has been replaced by 
the system of Government of India purchose of sterling from 
Indian exporters by Inviting lenders Since the establish* 
ment of the Reserve Bank of India In 1933. the responsibility 
of maintaining Indian exchange at the pegged rate of 
Is. 6d has been entrusted to lhal Bank under Sections 40 
and 41 of the Rererve Bank of India Act 1934 

In England during the Great War of 1914 18 the Do’Ior 
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Sterling exchange rate was pegged at $ 4 76iper pound 
and it was maintained at that rate by raising large quan- 
tities of dollar credits in America both by mortgaging and 
selling American an:! Canadian securities held by English- 
men and by the American Government raising loans in 
America for the British Government. Out of those funds 
dollar bills were sold by the English currency authorities to 
the importers of munitions and food materials in England at 
the rate of $ 4'7ei per £ 1 so that they might pay their 
American creditors or exporters of those goods at that rate. 
By 1920 owing to heavy Great War expenditure) inflation of 
paper currency and steep depletion of gold reserves English 
currency conditions- became so much worsened that England 
haltogo off gold standard and Dollar-Sterling exchange 
rate could not be maintained at the pegged rate of $ 4'76| 
lo a pound. 

From the above facts It is obvious that exchange pegging 
can be used merely as an artificial device to prevent the 
exchange rate of a country from declining fast and that also 
only for a temporary period of time and not as .a permanent 
currency policy or standard of any country as has un- 
fortunately been practised in India since 1898. Even as a 
temporary measure of currency policy success of exchange 
pegging depends upon the ability of a country adopting it to 
secure sufficient quantities of foreign currency and regulate 
very strictly all kinds of demands of foreign currency, which 
m other words is technically known as the mechanism of 
exchange control/ 

Exchange Control 

It has been emphasised before that for the continuance 
and proper, development of the economic life of a country 
stability of its foreign exchange rates is a vital matter. In 
abnormal times like war, economic depression/ or other 
national calamities the foreign exchange rates of a country tend 
lo sink or rise to levels at which trading with other countries 
would become impossible and .the entire national economy of 
the country would become extremely jeopardised. .On such an 
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occasion it becomes essential for the curtencf anthorlties oi 
the countrf to peg their exchange rate at a ratio considered 
suitable and take all steps to maintain the exchange rate at 
the pegged ratio by controling all footers v/hich create a 
demand for or a supply of foreign currencies through foretgn 
bills Thus exchange control In any country at any time 
comprises of all Interferences by the roonetory authorities of 
that country lo maintain the exchange rale at the pegged 
rotio by iniluencing the demand and supply of foreign bills 
In the exchange market of the country e g . • 

(1) Reslrietuini on the tmport and export of merchandise 
through tariffs, Quotas and licences As import and export 
of merchandise is the main cause of affecting the exchange 
rate, all foreign trade is regulated In a way which would be 
ocnduclve to the maintenance of the pegged rotio Ordinarily 
this Is done through customs tariffs or Imposition of import and 
export duttes> but if they fail to bring the desired result oil 
foreign trade may be subjected lo Quotas oad licences which 
would Insure the import ond exportoi only such quantities 
of only such commodities and only to such countries which 
would not cause any serious disturbance to the country's 
exchange rote. 

(2) Restrictions on the import and export of specie by 
torlfis or embargo. As effectiveness of the specie points of a 
country to maintain the pegged ratio depends upon the stocks 
of gold held by the currency authorities of the country its 
export from the country is prevented by h®avy export duti-s 
or embargo so that iho gold resources of the currency autho- 
rities may not fall very low and Iheieby threaten the stability 
of the exchange ratio 

(3) Restrletuyns on the import and export of capital 
Dealings in interaationol secunties in the stock exchanges 
also create a demand for or a supply of foreign cuirencles in 
a country and thereby influence the exchange lotes of the 
country. In a period o* exchange control off these dealings 
are so restricted ond regulated thatit maybe possible for the 
currency authorities ol the omttiry to maintain the fixed toUo 
of exchange. 
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(4) Acquisition by the monetary authorities of the country 
foreign securities held by Us nationals. In a period of great 
demand of foreign currency end ezc’nange vreakness all 
foreign securities and credit balances held by the residenis of 
a country may be acquired by the currency authorities of the 
country and by the mortgage or sale of those securities foreign 
currency may be secured and utilised for maintaining ihe 
pegged ratio by offering the foreign currency so acquired 
for very urgent demands on the country. 

(5) Freezing credit balances held by foreigners in the 
country. In a period of exchange control in order to restrict 
transfer of funds from the country to other countries and 
thereby regulate the demand of foreign currencies/ all 
credit balances held by foreigners inside the country may be 
frozen for a certain time considered s'uitable. 

(6) Acquisition of all avaiable foreign exchange in a 
country by its monetary authorities. In a period of exchange 
control in order to insure the maintenance of the pegged 
ratio/ the currency authorities of a country may become the 
sole buyer and holder of all available supplies of foreign 
exchange or bills, and it may be made compulsory for all the 
people of the country to surrender to the currency authorities 
or its agents all their present and future stocks of foreign ex- 
change. Thus all open market transactions in foreign bills • 
are prohibited and generally the Central Bank of the country 
is the institution to vrhich all foreign bills must be sold by the 
people at the ofiicial price or parity of exchange. This 
is done with a vievr to centralise and conserve all supplies 
of foreign currency and direct them to maintain the fixed 
exchange ratio 

(7) Rationing the av-iilable supplies of foreign exchange. 
In a period of exchange control generally the currency 
authorities of a country become the sole proprietor of all 
available supplies of foreign exchange in the country and 
distribute it at the fixed parity only to such persons and for 
such purposes considered essential. 

41 
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(8) Entering tnto exchange clearing agreements aith other 
countries which may have set up an exchange control machi- 
nery Under these agreeisents the currency authorities af 
a country secure prompt payment for all the exports by the 
people of their country to such countries which at that tune 
may be exercising an exchange control. 

(9) Setting up an Exchange Equalisation Fund to control 
the speculative factors of foreign exchange la a country 
exercising exchange control at any time this Institution may 
also be set up to form a part of the machinery of exchange 
control. At a letter stage in this book the organisabon ond 
working of such a fund has been discussed and the readers 
are reguested to refer to those pages 

Exchange Control In Inilia 

Since the commencement of the present World Wor there 
has been set up In Iodic on eloborate xnochinery of ex* 
change control Provision for such a control of oil dealings in 
India m foreign exchange, gold and securities had been made 
in part ZTV of the Defence of India Pules issued under the 
Defence of India Act lo39. Under the rules Ihe Reserve Bank 
of India has been outhonsed to odminister the control, and to 
cope with the conslderoble work that It involves the Bank 
created In October 1939 a new Exchange Control Department 
Uy arrangement among the countries of the British Empire, 
for the purposes of exchange control the Empire is considered 
a single currency unit allowing free transfers of funds therein 
but imposing porollel jestnehons on conversions into outside 
currencies m each Empire country. 

Rule 91 of Port XIV of the Defence of India rules prohibits 
the acquisition by residents In India of any foreign exchange 
either directly or indirectly, as also any dealings in foreign 
exchange or gold except vnth persons authorized by the 
Reserve Bonk of India, but provides that transactions done 
by persons so authorized within the scope of Ih^ir authority 
are not restricted It lurthes provides that persons night 
acquire foreign exchange fox certain approved purposes such 
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as for meeting reasonable business requirements in fulfilment 
of pre*vrar contracts and for reasonable travelling or personal 
expenses, but subject to the approval of the Reserve Bank. 
The first action taken by the Reserve Bank after promulgation 
of the Ordinance authorizing it to control foreign exchange 
was to issue an explanatory memorandum to the public 
advising them of the conditions under vrhich the people of the 
country v;ere permitted to transact business in foreign ex- 
change. The Bank also announced that it woutd issue 
licences to deal in foreign exchange to all recognised ex- 
change banks and also to any other scheduled bank which 
had in the past dealt in foreign exchange. 

The terms and conditions under v;hich the banks authorized 
to deal in foreign exchange are allowed to operate, and the 
purposes for which the general public are allo//ed to purchase 
foreign exchange from them have been notified by the Reserve 
Bank. They provide that remittances can be made freely 
from India to other countries within the sterling area, but a 
remittance to any country outside the sterling area can be 
made after the remitter completes an application form 
stating the purpose for v/hich remittance is required. Remit- 
tances are divided into the following five categories 

(1) Payment of imports. 

(2) Petty private remittances. 

(3) Travelling expenses. 

f4) Other trade purposes (e. g., freight, profits, royalties^ 
etc.). 

(5) Capital remittances. 

Authorized dealers are allowed to sell exchange to licensed 
impo ters of foreign goods provided the applicant undertakes 
to produce Customs Entry Forms as evidence of permission 
and actual import of goods. For petty private remittances 
and travelling expenses authorized dealers are permitted to 
sell exchange upto certain very small limits laid dovrn, 
but applications for large amounts have to be referred to the 
Reserve Bank for prior approval. For travelling purposes 
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foreign exchange Is generally refused except for urgent 
business reasons or to persons travellmg on Government 
business For payment ol miscellaneous trade expenses such 
as freight profits, royalties, etc , certificates from Chartered 
Accountants or other suitable evidenca has to be produced by 
the applicants for foreign exchonge. Remlttarices of a capital 
nature are permitted only under exceplionol circumstances 
and have to be approved by the Reserve Bank. Authorized 
dealers are forbidden to sell foreign exchange except to 
residents in Indio Banka are permitted to enter Into forward 
contracts of foreign exchange but are reguired to satisfy them* 
selves that they are In cover of genuine trade transactions. 
Transactions in foreign currencies with others than banks 
authorized to deal In foreign exchange ore prohibited. The 
regulations are designed to prevent any flight of capital and to 
make speculative or orbitrage operolions in exchange 
Impossible. 

Dealings m gold locally ore permitted, but exports of gold 
are permitted only to United Kingdom under licence. Licence 
for export of gold to U. S. A. are granted only to authorised 
dealers in foreign exchange provided they undertake to 
surrender the dollar proceeds of the gold shipped to the 
Reserve Bank of India. Imports of gold into India are also 
permitted under licence provided no expenditure ol U. S. A. 
dollars is entailed Acquisition of securities from any person 
not resident In India or Ihe export of securities without the 
permission of the Reserve Bank is prohibited Thera is general 
permission for the purchase of securities expressed payable 
In British Empire currencies In any place within the Empire 
sterling area, and licences are freely given lot the export of 
rupee, sterling or other Empire currency secuntles to other 
parts of the Empire. Export of foreign securities for sale is 
permitted under licence only when an undertoklng Is given 
that the foielgn exchange proceeds shall be surrendered to 
the foreign agents of an authorised exchange bank in India. 

With the development of control it was found necessary 
to Institute control of the proceeds of exports from India to 
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places outside the sterling area, but later on it was extended 
to nearly all countries in the world# and for this the bank has 
introduced an Export Control Scheme. The objects of this 
scheme are that the foreign exchange proceeds of exports 
are returned to India and not retained abroad and that 
exports are financed in certain specified ways. The scheme 
is worked through the Customs Department and the authorised 
banks by means (of forms which the exporter has to com* 
plete stating the value of his shipment and his method of 
finance. One copy of this form is handed to the Customs, 
who do not permit exports to countries covered by the order 
without its production. The form is then forwarded to the 
Reserve Bank. The other copies oi the form the exporter 
delivers to his bankers at the time of negotiation of his bills 
covering the export. These are also forwarded to the Reserve 
Bank# which checks up the forms with the original received 
from the Customs. All exports are thus accounted for. 

An arrangement has been entered into with the Bank of 
England whereby banks authorised to deal in foreign 
exchange in India are permitted to sell either to the Bank 
of England or to the Reserve Bank of India on behalf of the 
Bank of England their surplus foreign currency and in the 
same way are permitted to purchase from the Bank of 
England with the approval of the Reserve Bank of India 
cover for their sales of foreign exchange to the general 
public for approved purposes. No restrictions are placed on 
banks dealing in foreign exchange with other banks in India 
and banks are not compelled to sell their surplus exchange 
to the Bank of England if they are able to dispose of it to an 
authorised dealer in foreign exchange in India, nor are they 
compelled to buy foreign exchange from the Bank of England 
if they are able to buy their requirements locally. 

The Government of India'has also appointed the Reserve 
Bank of India the licensing authority for persons taking 
money or jewellery out of the country. Upto a certain limit 
there is a general permission by the Reserve Bank to take 
out cash and jewellery# but above the prescribed limit 
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permisaion haa to ba secared from the Exchange Control 
Department of the Bank In November 1940 the Government 
of India to acquire the A dollar balances of 

residents In India and In March 1941 their holdings of cet 
tain American 8«''irit!®3 ond all this wag arranged bf the 
Exchange Control Department of the Peserve Bank In brief 
the Exchange Control Department of the Reserve Bank o''t3 as 
licensing authorltj for dealings In foreign eecuntles the 
export and impart of gold and sovereigns and the export of 
money and rets besides regulating all dealings in foreign 
exchange All these acHvitl^s olm at restricting foreign 
remittances to th« minimum and ensuring that Ihe foreign 
exchange pro^'e^ds of exports and of holdings of go’ct and 
securities of nationals are made available to the country for 
the purchase of essential requirements from abroad during 
the present War period 

Fxehaage EquafisatloD Punil 
The other name of this Fund Is Exchange Equalisation 
Account. It Is a snail Government Department organised by 
any country to prevent excessive movements in Its foreign 
exchanges For the first time ft wos set up in England in 
April 1932 with assets of about £ 150 million in Treosury 
bills, increased in April 1933 by an additional sum of £ 200 
million of Treosury bills and In June 1937 a further amount 
of £ 200 million was added to the Fund. A part of the 
fund is invested in th« form of holdings of foreign currencies 
Later on some of the oth"r cosnfnes such as France USA, 
etc , olso set up similar funds In 1932 it was found nec^s 
sary by Britoln to peg pound sterling against its upward 
movements At such a time it was essential for the currency 
authorities of England to s^e that the country s holdings of 
foreign currencies were greoter pr 1*3S than th“ volume of 
sterling deposits h“ld by farolgners In England If the volume 
of foreign currency h*ld by the country was greater than the 
amount of deposits held In the country by foreigners th*n 
the rate of foreign eichang** was too low end must be allowed 
to rise On the other hand If it was l®ss then the rate was 
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tcx3 high and must be lowered. The work of Exchange 
Equalisation Fund was cf acquiring foreign currencies in 
proportion to the increase of foreign balances in the country 
and reducing them in proportion to the decrease of foreign 
balances in the country without increasing or decreasing the 
volume of domestic currency as a counterpart. Thus the 
institution of Exchange Equalisation Fund made it possible 
for the currency authorities of Britain to prevent to some 
extent the short-term capital movements disturbing either her 
foreign exchanges or short-term money rates in the London 
Money Market. The Exchange Equalisation Fund of England 
IS shll in existence and the desirability of its retention as a 
permanent part of currency and exchange machinery of 
England is beyond doubt.’' 


Questions 

! 

1. What is exchange pegging ? V/hat advantages can be secured 
through it ? Describe briefly. 

2. Describf briefly the circ-umstances in -.■I'hich India pegged her 
exchange rate at Is. 4d. per rupee in the year 1 69S and the machinery 
it set up for maintaining it- 

3. Give your arguments in favour and against a system of pegged 
exchange of any co-untry. 

4. "Frcm 1£93 upto the present time India has been -.vorking on a 
s-ystem of pegged exchange." Prove the truth of this statement. 

5. V/hat is exchange control 7 What are the principal steps that 
have to be ta'--en by the currencv authorities of a co'jntry to control its 
exchange 7 Cescnbe br.efly. 

6. Describe br.efly the system of exchange control in India during 
the present v,-ar time. 

7. ^tha^ do you -understand from Exchange Eq-uahsation Fund 7 
Describe brie-Ty ;!s cb ect end organisation. 



CHAPTER XIX 

EFFECTS OF WAR ON INDIAN CURRENCY, 
CREDIT & EXCHANGE 
War and Currency 

Silver Rupees. There la perhaps no phase of Indian 
economic life which the present War has affected more 
BenousI/ than her currency. As soon as War broke out there 
grew up in India a tendency to convert notes into silver 
rupees and hoard them. As In the early years of the War 
the Allies had reverses, this desire became Intensified. With 
the fall of France in Z940 the demand for silver rupees in 
India became very great. In the beginning the Reserve Bank 
Ih© deaond of conversion of notes into silver rupees with- 
out any restnclion But the demand became so big that the 
Reserve Bank's holding of silver rupees which was obout 
Rs. 7S’87 crores In the Issue Department of the Bank on 
September 1> 1939> fell down to the low figure of Rs 35'1 
crores In June 1940. According to Section 36 (2) of the 
Reserve Bank Act 1934, the Bank Is required (o hold ot least 
Es. 60 crores worth of silver rupees in Us Issue Department. 
Thus 08 War proceeded the Bank found Itself In a very 
embarrassing situotion and convertibility of Its notes became 
endangered 

On June 2S/ 1940 the Government of India declared that 
possession of rupee coin In excess of one s personal or 
business requirements was illegal. This bad some effect, but 
(0 cope with the situation In July 1940 and 1941 the Govern' 
ment put Into circulation one rupee notes and declared them 
to be equivalent of silver rupees for all purposes. In coursj of 
time the Government olso declared all silver rupees of Queen 
Victoria, Edward VII, George V and George VI which con- 
tofned silver as non-legal tender and from December 1940 
replaced them by the present quaternary rupees which 
contoin i silver. Queen Victoria and Edward VII standard 
silver rupee coins were withdrawn Iroo April 1, 1941 oad 
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May 31, 1942 respectively, 'and of George V and George VI 
from May 1, 1943, though they continued to be accepted at 
the offices of the Reserve Bank of India upto November 1/ 1943. 
It is pertinent to note here that during five years of the war 
of 1914-15 to 1918-19 the total absorption of rupee coins in 
India was about Rs. 1 10 crores, while during five years of 
the present war from 1939-49 to 1943-44 the total absorption 
of rupee coin and Government of India one-rupee notes since 
July 1940 has been about Rs. 119 crores Further it should be 
noted that during 20 years before the present war broke out 
there was on an average a return of Rs. 6 53 crores worth 
of silver rupees from circulation to currency authorites, while 
in the very first year of the present war there was on the 
other hand a net absorption of additional Rs. 10‘08 crores 
worth of silver rupees in circulation. 

Small Coins. As soon as present war broke out there 
grew up in India a great demand of rupee coins, but when 
their possession in excess of one’s personal or business 
requirements was made illegal there developed in the country 
a great demand of small coins. When people saw that they 
could not hold large quantities of silver rupees they began to 
hoard small coins. During the winter months of 1942 there was 
a great scarcity of all small coins and particularly of the picei 
which on account of a sharp rise of the market price of 
copper almost disappeared from circulation. In November 
1942 at the counters of the Bombay and Calcutta offices of 
the Reserve Bank of India there used to wait large queues of 
people to get change of rupees two at a time which the Bank 
allowed. There was consequently a great trouble in the 
country and in almost all big cities people began to use 
postage stamps as substitutes of small coins. Small coins 
began to sell at a premium and the public e-xperienced great 
trouble in small transactions. 

To meet the ugly situation so created first the Government 
made it an offence for the public to deal in small coins at 
any value other than their face or fiduciary values. Secondly 
by a Notification of April 17, 1943 possession of small coins 
42 
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by any person In excess ol ooe'« genuine personal or business 
lequlrements was made illegal. These measures had some 
effect, but they were not enough. The people had no conh* 
dence In the ability of the currency authorities to provide 
adequate supplies of smalt coins, for from 1939'40 to 1941*42 
on an average they could put Into rirculatton small coins of 
only about Ks. 4 crores vrorth, and &9 composition also of all 
the small coins was to changed as (o reduce their intrinsic 
values very low. from the past two years i.e, from 1942 43 
the situation has eased very much for in toese two years the 
Government has put Into circutotioo a total omount of 
Hs. 30'1 crores worth of small coins 

It should be noted here that during five years of the 
Great War of 1914-15 to I91d‘19 the toiol absorption of small 
coins In India was about Rs. 5 crores, while during the five 
yean of the present war from 1939*40 to 1943*44 the total 
absorption of small coins hos been Pj. 41*65 crores worth. 
Further It should be noted that during 20 yeon before the 
present war brohe out there was on on average on absorption 
of fWQlt coins worth Es 33 lolbs per yeor^ while In the very 
hrst year of the present war Ihere was on obajrptlon of 
Es. 2*21 crores worth of small coins. 
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A'ole.s’. Unlike coins, v/ith the beginning of the present 
v/ar for some time notes became unpopular. On September 1/ 
1939 i.e. tv/o days before the present viar broke out the total 
amount of notes in active circulation in India vras Rs. 172’36 
crores and for a short time after that date it was slightly less. 
But soon confidence v/as restored and from December 1939 
the amount of notes in active circulation began to Increase 
and the increase v/as particularly great after October 1940. 
Two points v;orth noting in this connection are that from 
July 1949 the Government of India put info circulation its 
own one rupee notes which for all purposes are to be treated 
as equivalent to rupee coins and from February 1943 the 
Reserve Bank of India has issued its notes of Rs. 2 each. 
Secondly by means of Government of India Notification 
No. 494 — OR/40, dated the 25fh June 1940, the Reserve Bank’s 
obligation to issue rupee coin on demand in exchange of its 
notes has temporarily been suspended. 

One feature of India's paper currency during the present 
war period is its huge increase in circulation. On September 
1, 1939 the amount of notes in active circulation in India 
stood at Rs 172’35 crores. while at the close of the financial 
year i943‘44 it stood at Rs 882'49 crores i.e„ a net increase 
of'Rs. 7I0‘13 crores or a rise of about 413 per cent. The 
huge increase in currency in circulation in India during 
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One more feature of Indian poper currency eyjfem In 
■which olarming changes have laken place during the 
'present war Is In the sterling eecuriiles held In the paper 
Currency reserre of India. lust before the outbreak of the 
War sterling assets of the Reserve Bank were Rs 103 91 crores 
•or 47 85 per cent, of the folol liabilities of the Issue Department, 
while on December 29. 1944 Ihey amsunted to Rs. 948 75 
crores or 92'90 per cent, of Ihe fotol liabilities According 
to Section 33 (2) of the Reserve Bank Act 1934 the sterling 
portion of the paper currency reserve of the Bank should at 
all times be atleast 40 per cent of the total liabilities of Ihe 
Issue Department. Of this 40 per cent, sterling portion of the 
reserve at least Rs. 40 crores should consist of gold coin and 
gold bullion and the Irest may consist of sterling securities 
During the present war though the total issue of notes from the 
IssueDepartment has increased enormously « e from Rs. 217 18 
crores on September 1. 1939 to Rs 1021*26 crores on Decern- 
"her 29, 1944 ; and the sterling portion of the reserve has ofso 
Increased much i.e , from Rs 103*92 crores on September 
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1, 1939 to Rs. 948'75 crores on December 29, 1944/ the 
amount of gold coin and bullion in that portion of the reserve 
has throughout remained Rs. 44‘42 crores though sterling 
securities during the same period have increased from 
Rs. 59'50 crores to Rs. 904*33 crores. There is no doubt that 
this position is in accordance with the Reserve Bank Act 1934 
or the present Indian paper currency law, yet investment of 
such a huge amount of the paper currency reserve of a country 
in the securities of a single foreign country cannot be 
regarded as a healthy or sound management of the paper 
currency system of that country/ and the present position in 
Indian can be tolerated only as a war emergency measure. 

War & Credit 

With the declaration of the present war for some time 
there was a set-back in the credit conditions of India. Most 
of the banks of the country had to face heavy withdrawals by 
nervous depositors. Before the vrar commenced i.e. on Septem' 
bar 1/ 1939 the total deposits in banks included in the Second 
Schedule to the Reserve Bank of India Act amounted to 
Rs. 236'6 crores and within a week i.e, on September 8/ 1939 
they showed a decline of Rs. 5 crores. The panic caused by 
the out'break of hostilities soon declined and deposits began 
to increase and on March 29, 1940 they stood at Rs. 259*26 
crores. Then again from May 1940 due to Allies reverses in 
war bank deposits began to decline and the total deposits 
fell heavily from Rs. 263 crores at the begining of May 1940 
to Rs. .241 "5 crores at the end of June 1940. Then declaration 
of vrar against Japan in December 1941 and Japan's quick 
victories in the East again brought a heavy run of customers 
of bonks for withdrawals, but all these were only short lived 
passing phases and public confidence vrhich became shaken 
from time to time has not only restored but has definitely 
strengthened and improved and on June 2, 1944 the total 
deposits of people in banks included in the Second Schedule to 
the Reserve Bank of India stood at the high figure of Rs. 729'97 
crores i.e. a total increase of Rs. 493'37 crores or of about 208 
per cent, over thepre-War figure- What is true with regard 
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to deposits in the cose of Scheduled Banks applies very opily 
also to non'Scheduled Banks ol the country. Among dapostis 
it is worthy of noting that demand deposits have increased 
much more rapidly than time deposits 

The heavy Increase in bank deposits during the present 
war is mostly due to huge profits made by businessmen 
particularly suppliers of warmaleriala ond the excessive 
inflation of paper currency. Another feature of present war 
affecting bonk deposits worth noting is a heavy eoncenfra- 
llon of deposits of the people In only a few old big banks of 
the country Instead o! being evenly distributed and scattered 
over all the banka of the country. During the warperiod 
most of the deposits have localised in the Imperial Bank of 
India, the Exchange Banks and (he big five Indian Joint SlocH 
Banks namely the Central Bank ol India, the Bank of India, 
the Allahabad Bank, the Bonk of Batoda and the Punjob 
Katienal Bonk. Besides bank deposits ihe present war period 
has also witnessed a very large increase in (he (oto! cheque 
clearings at the various Bankers* Cleormg Houses of India. 
In 1939*39 these total clearings were of Rs. 1929 crores where* 
os tn 1943*44 they reached the high figure of Rs 4349 crores 
During the present war ihe public credit in India hos also 
Increased very ouch Though on account of repatriation the 
sterling debt of the Government of India has decreased, but 
the rupee debt has increased much more and there is a net 
Increase of several hundred crores of rupees in the public 
debt of India. Throughout these post five years of war the 
Government of India has raised from time to time 'several 
short and long period loans eff> Three-year Interest-free 
Defence Bonds ; 3 % SiX’jear Defence Bonds ; Ten year 
Defence Savings Certificates ; 3 % Second, Third & Fourth 
Defence I/ians; Twelve-yeor National Savings Certificates ; 
etc. 

Unlike the Great War of 1914 18 one very remctkabls 
feoture of the present war is the successful maintenance of 
India's Bank Rata at the fixed rate of 3 'per cent, per annum 
and cheap money conditions throughout these 5j years There 
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is no doubt that for such a state of things to a great extent the 
cheap money policy of the Government of India is responsible 
for owing to very heavy war expenditure inspite of unprece- 
dented increase of taxes the Government has been resorting 
to borrowing from the public at cheap rates. The Govern" 
ment has been financing industries producing vrar-materials 
directly and the industries as well have been making big 
profits. Consequently during the present war industries have 
more or less been independent of bank credits and have 
compelled banks to maintain low rates of interests of their 
loans advances and deposits. In the last Great War there 
was a sharp rise in the Bank Rate and along with it in all 
other rates of interest in India, whereas during the present 
war general money conditions have all along remained easy. 
On account of v/ar almost in the whole of Europe and in the 
Pacific and shipping shortage, during the present war India 
has lost most of its export trade and consequently since 1940 
the seasonal demand of short period credits which was a 
normal feature of the Indian Money Market before the war 
has disappeared and cheap money conditions prevail almost 
throughout the year. 

One more point worth noting in this connection is the 
great expansion of institutions whose profession is to deal in 
credit f.e. banks during the present war period. There is no 
doubt that even during the last Great War there was an 
increase in the number of banks and banking offices in 
India, but during the present war there has been a fabulous 
increase in these figures. Almost every other day we see in 
papers the nows of the floatation of a new bank or the 
establishment of a new bank office at some or the other place 
in India. The slov/ growth of banking during the last Great 
War was perhaps due to the fact that immediately before that 
war India had witnessed a serious banking crisis in which 
many banks of the country had failed. Unlike that the 
immense profits of businessmen during the present v/ar, the 
need of more banks due to war conditions and Government 
policy — all have combined to increase the number of banks 
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and their offices during the present war. On September 
1» 1939 the total number of Scheduled Banks and their 
branches In India were about 55 and 1200 respectively. On 
December 31, 1944 their totals had become about 80 and 
2000 respectively. What Is true with regard to Scheduled 
Banks aptly applies also to non Scheduled Banks They 
have also established many head and branch offices. It 
IS estimated that at present there ore about 1400 banking 
companies in the country There is no reason to get alarmed 
at the tncreaslng number of floatation of banks during the 
war. provided they are properly and soundly managed, and 
in this connection the recent tendency of banks to rois© their 
paid-up capitals is a very healthy sign. 

VTar & Foreign Exchange 

Of all the problems of currency foreign exchange is one 
which IS most difficult to manage properly during abnormal 
tunes like war Consequently as soon os present war broke 
out< besides other important issues, foreign exchange was one 
which attracted the attention of the Sovernment of India 
immediately. As hos alreody been menlioned before 
the first thing that the Government of India did on the com* 
mencement of the war was the Introduction and enforcement 
of a system of exchange control. As war years rolled on and 
fresh difficulties were experienced the exchange control 
system was more elaborated and perfected The result of 
all these measures has been a remarkable maintenance of 
India's foreign exchange rale at the pegged rate of Is 6d. 
per rupee during all these five years of the present war from 
1939 to 1944. This Is very much different from what India 
experienced during the lost Great War of 1914 IB. In that 
war In 1914 when war had commenced the Indion exchonge 
rate was Is 4d . but as war had proceeded as a result of 
heavy exports of various kinds of goods and fallpf imports/ the 
Indian exchange rate had begun to rise sharply and in 
1918 when that war had come to an end the Indian exchange 
rale stood at about 2s. per rupee. In the present war 
Inspits of very heavy exports of visible and invisible goods 
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•'roin India, the Indian eschanga rats has throughout been 
about Is 6d , for that is the rate at ".vhich on an average the 
Reserve Bank of India has been able to purchase sterling from 
1939 to 1944. For more imformation read the topic 'Exchange 
Control in India’ Chapter XVIII, page 322. 

Quesiions 

1. Describe briofly the ejects of the present V?orld tVer on the 
use of rupee coins m India. 

2. Vrhat circumstances led to the scarcity of small coins in mrcula- 
Uon In India during the present Vi*orid V.'ar and vrhat steps hare been 
taken to amsliorate the situation ? Describe briefly. 

3. What great changes have taken place in the paper currency 
system cf India during the present Vi'orld War ? Describe briefly. 

4. V/hat do you understand from Peser.'a Bank of .India's ster’iing 
balance In England? 'Whsl has been the effect of the present Vi'orld V?ar 
on that ? Decribe briefly. 

5. Describe briefly the effects of the present Vi'orld V/ar on the 
credit structure and development in India. 

6. Descrl'oe clearly the circumstances wich hjve ena'oled the 
Reserve Bank of India to maintain Sts Bank Rale at 3 per cent, during the 
present World 'War. 

7. Describe briefly the erfects of the present 'World Vieron Indian 
exchange rate end the machinery of its maintenance. 

3. Vrny is it that unlike the Great 'W ar of 1914-18 the Indian ex- 
change rale during the present 'World V/'er has remained elaiionary at 
Is- 6d. per rupee? Explain fully. 


' CHAPTER XX 
POST-WAR RECONSTRUCTION 
Monetary Standard 

In a volume o: this type it is neither desirable nor possible 
to deal with the various problems of post-war reconstruction ; 
but it v.-ill not be out of place to mention Here some of the 
problems of Indian currency and exchange, which are either 
the 'neriiage-of p ast history, or have cropped up as a result of 
the various emergency measures, which have been adopted 
durina the present war period and which the post-war India 
shall have to solve suitably in order to ensure the economic 
•53 
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stability and progress of Ih® country. The first of lliese prob- 
lema shal l be 'India a stan dard.* India odopted a sterling ex* 
change standard system at la 6d per rupee sin ce the Ind i c n 
•curren cy Act 1927._lQn _SeDtaiiibfltl31- tflm England wpnt 
^ ott gold standard and so olao Rupas lin ked with Sterling lost 
iS connection with gold. In July 1932 Eng lqndj hough off 
gold stan dard brought her currency under a s/ste m of manage* 
loenC Consequently from that date upto the beginning of the 
present World War Indian standard was a manoged paper 
sterling exchange standard Since the commencenienl of the 
present war on September 3. 1939 there has been enforced 
in India and England a system of exchange control with Q 
number of restrictions on the convertibility of rupee into sterling 
and of sterling into rupee At present'during war such a state 
of affairs Is going on as a war emergency meosure; but 
soon after war the first question that sholl oils© would be 'con 
India go on with the present monetery standard' rupee ratio 
and exchange control and even If they be possible would that 
be In the Interest of India ? * t 

The history of Indian monetary standard since 1835 upto 
the present time clearly slows that it hos been a series of 
unsuccessful currency expenmenls and the vorious standards 
adopted from time to time served only temporarily and miser* 
ably failed whenever opportunity came to put them fo a 
severe test The silver standard of India foiled after 1673 
mainly on account of the fall of the gold price of sliver due fo 
larger produce of sliver from silver mines and abandoning 
of blmelaUism and adopting gold monometalltaoi by most of 
the countries of the world. The gold exchange standard 
adopled in 1898 failed during the old Great War 1914*18 
and post-war years mainly because it entailed a responsr 

bilily on the currency auihonlies of India to convert domesllc 

currency into gold exchange In unlimited quanlUles on the 
basis of a small Gold Exchange Stondard Reserve Fund, 
whice in case of a serious adverse balance of trode could no! 
suffice to maintain exchange and gold value el the Indian 
standard Secondly the responslblllly to convert foreign 
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I exchange into silver rupee coins in unlimited quantities was 
■ a very risky under- taking, for if at any time the gold price of 
silver rose very high as aclually happened in 1919-20, foreign 
exchange could not be converted into costlier silver rupees 
\ without the currency authority suffering a heavy loss. ' 

The sterling exchange standard adopted in 1927 proved 
to be a very artificial systeni particularly after September 21, 
1931, when England v;ent off gold standard. Though 
formally the system or the standard has not failed since its 
adoption, yet the slavishness and hopelessness -of the system 
have amply been proved both during the v.orld economic 
depression of 1929-33 and the present war period. The Govern- 
ment of India themselves recognised the unsuitability of this 
standard, v/hen in the preamble of the Reserve Bank of India 
Bill- 1934 they admitted that at some future opportune time 
the question of India's proper monetary standard shall have 
to be considered. During the period of that economic depres- 
sion, mainly it vras India's currency standard which vras 
responsible for the over-valuation of the rupee particularly in 
terms of sterling, and it was on account of that Ull the out- 


break of ‘the present v;ar India lost very heavily in her 
economic progress and loss of gold through huge exports! 
Even during these war years this extremely heavy inflatioii 
of Indian paper currency unaccompanied by any rise in th^ 
Bank Rate has been a possibility du&do the extreme artif^ 
ciality of the Indian standard, '^hat is India's present 
standard? It is rupee. '~_What is rupee? It is a note 


printed on paper or token silver and its value is fixed at a 
certain rale into the inconvertible paper currency of another 
country i.c. sterling. This is why the present Indian standard 
commands little confidence and an extremely low purchasing 


power. 

After war the Indian monetary standard must be changed 
in order to make it capable of resisting all possible main- 
pulations in it and thereby secure a reasonable standard 
of stability in its internal and external values. Rupee 
has been the monetary standard of India from a 
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very long lima and people are accustomed to use that 
name for India a standard money Consequently rupee 
should continue as the unlimited legal tender standard money 
of India and for circulation In the country may cronsist of 
notes and qi^leriwry silver coins as at present For main 
tainingits external value ot a stable rale lhe_jupee^ust be 
delinked from sterling the present exchonge control must be 
removed as toon as possible and the va lue of ti e rupee 
m ust be fixed In t er ms of gold os recommended by the Hilton 
Young Currency Commission of 1925 The Indian currency 
outhorities should ita>u torily.pfoml^ to give gold in exchange 
of rupees and rupees in exchange of gold at a fixed rate for 
all purposes and In unlimited quantities te Indio should 
adopt Q gold bul lion ajandard 

In the modern world geld ia the boats of curren cies o f olmo st 
oil the eountflea o? the world During t he present wor there are 
^verai moves 10 * set up on Internotl onol roonetory stand ard In 
the post wor period In all the plans prepored in Ihot eon 
nection nQTBeT 7 :^th»- 6 aneor inteinallonal monetory sloneord 
rec ommend ed In the English P lan the unffas p roposed in the 
American Plan and on «T wggeated in the Canadian Plan the 
pr&ygloil lajbof fhe Iniern^ionol monetory stan dard __»hat«- 
ever it may be shall bo e qulvole n t to g . defned q uantity .of 
^Id — Csnsequenfly^ixin g the volo e of tho ^rupee in_te rni 3 _pf 
gold-oTd certdiqjate-UJidengold-btilhon standard shall enable 
the country to maintain 'he external value of her standard in 
^erms of the Internationol standard and through that in terms 
of cuiiencles of almost oil other gold standard countries at 
stoble rates Such g alaod ard shall not only be stable , sim ple 
and economical but shall command enougSof confidence 
forlt shall not be-capable of sochhuge^nrLsanflua—manbi 
pulUtlons-whluJr the gold and sterling axehano e standards 
h Q_Ve~bepTT~rri {ha ' 

After standard the next question that shall have to be 
decided would be the ratio of the rupee with gold or thes otu 
tory gold equivalent of the rupee In this connecllon it must 
be remembered that for the proper economic development of o 
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country In modern timesi v/hen the different countries of the 
vrorld are so closely connected v/ith each other in their 
trade and credit relations, it is essential that the external 
value of the monetary standard of a country should neither be 
over-valued nor under-valued. It should have a normal value, 
v/hich v/ould permit the differential economic advantages 
and disadvantages possessed by the country to play their full 
part in the relation of the price-levels of the country as 
against other countries of the world. The rate should cause 
no undue strain either on the country's balance of payments 
or on her export industries, and in all its dealings with the 
other countries of the world there should be a reflection of the 
basic economic conditions of the country. 

Nov/ the question that arises is v/hat ratio of rupee v/ith 
gold can be regarded as the rupee's normal value which 
should be fixed as the rupee ratio v/ith gold after v/ar when 
the right opportunity offers itself. In this connection it must be 
remembered that the problems of re-payment of huge interna- 
tional loans raised during war, reparations, and adjustments 
of trade and industries from war-time conditions to peace- 
time conditions are bound to cause a great confusion in 
international monetary and trade relations in the early post- 
v/ar years. Consequently from this very time when war has 
not come to an end, it is not possible to decide any ratio of 
Indian rupee v/ith gold as the proper permanent post-war 
ratio of Indian monetary standard. When v/ar comes to an end 
Indian currency authorities should v/ait and watch the deve- 
lopments of international trade and monetary systems and 
finding a suitable time should fix a proper ratio with gold. 
The same should bo India’s policy with regard to her joining 
any scheme of an international monetary fund for the clear- 
ance of international payments, proposed to be set up after 
v/ar by the Allies. The three schemes proposed as they stand 
at present do not give any hope that if any international 
monetary organisation is sot up in post-war years under any 
of them and India joins it, she will have an adequate v/oight in 
its organisation and management. Consequently India should 
not act in a haste in this respect and should Join any such 
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arganlsatlon only if ehe finds that Ihe advantages of Joining 
would be Bubslanlial end that the terms of her admission 
would be quite honourable In this counection it must be 
noted that if Indian economic interests are to remain pro* 
perly safe guarded In any Jnteraational monetary plan, India 
must have an opportunity of Joining It os on independent 
country and not merely as a eatelllte subordinate to some 
imperial country. 

• Paper Currency Reserve 

Besides monetory standard and its exact ratio with 
gold, another Important currency problem which postwar 
India shall have to consider seriously and decide' shall be 
India’s paper currency eyslem the constitution of the 
Indian paper currency reserve and the huge amount of sterling 
securities which have become a pari oi that reserve during 
the present war At present according to Section 33 sub* 
Section (1) of the Reserve Bonk Act 1934, the Reserve Bonk is 
required to malntoin a reserve of 100 per cent, behind its 
Issue of notes or poper^currency. According to lub’Seetion (2) 
of the above Section of the total amount of the reserve not lees 
than two fiflhs or 40 per cent, must consist of gold coin/ gold 
bullion or sterling securities, provided that the amount ol gold 
com and gold bullion shall not at any time be less than 
forty crores of rupees in value. The remainder of the reserve 
t e., three fifths or 60 per cent, shall be held in rupee coin and 
rupee securities. 

There is no doubt that the present statutory position of the 
paper currncy reserve to be maintained by the Reserve Bank 
has enabled the Indian paper currency system (o be very elas* 
tie to meet the varying credit requirements of the country and 
control its money market But os In the sterling porllon of the 
paper currency reserve the minimum limit ol gold coin and 
gold bullion to be held is fixed ot o certain figure say Rs. 40 
crores Irrespective of the total amount of issue of notes and 
as the limit of two fiflhs or 40 per cent, of the sterling portion 
of the paper currency reserve Is the mlnlraum, at present 
legally there Is a provision of an issue of huge omcunls oi 
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notes or paper currency and keep in the reserve gold coin and 
gold bullion of only Rs. 40 crores and the entire rest in the 
form of sterling securities This is a very defective position. 
So long as the total issue of notes is not big say it is hundred 
or two hundred crores of rupees and the amount invested in 
sterling securities is at the most Rs. 60 crores, it is not a serious 
situation. But if at any time like the present war period the 
total issue of notes becomes a huge amount say Rs. 1021 crores 
and of this Rs. 904 crores or 88’5 per cent, is invested in 
the sterling securities in a foreign country, the situation is 
really alarming. 

Notes or paper money is a currency of domestic circulation 
in every country. Consequently its reserve to ensure its 
convertibility should be maintained within the country. In 
India unfortunately 'the standard adopted is the sterling 
exchange standard and as such ultimately all notes are con- 
vertible into sterling. Hence, there is a provision that 40 per 
cent, of the paper currency reserve should consist of gold 
coin, gold bullion and sterling securities. If the Indian 
standard is changed to a gold bullion standard, there is no 
doubt lhat the present provision of sterling securities in the 
Indian paper currency reserve shall be substantially altered. 
Even if the Indian standard was a sterling exchange standard 
the rules relating to the paper currency reserve in the 
Reserve Bank Act 1934 should not have provided such a 
serious loophole for an indefinite expansion of sterling 
securities in the paper currency reserve, for it is possible that 
at a time when convertibility of Indian notes be demanded on 
a large scale it may not be possible for the Reserve Bank to 
realise its sterling securities and offer the proceeds to convert 
its notes and meet its statutory obligation. After war the 
Indian monetary standard must be changed into a full-fledged 
gold bullion standard and the minimum limit of the metallic 
portion of the paper currency reserT.-e should ordinarily be 
fixed at 40 per cent./ and this whole 40 per cent, should con- 
sist of gold bullion. This will allow a s-uitable elasticity to 
the paper currency eyste.m of the country and at the same 
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lime shall act as a sufficient deterrent to any abnormal infla* 
tion or deflation of paper currency. 

Sterling Balances 

It has been mentioned before that the present regulations 
relating to the issue of paper currency In India by the Reserve 
Bank and maintenonce of the paper currency reserve provide 
for an indefinite expansion of the holding of sterling securities 
in that reserve* Before the out'break of the present war the 
Reserve Bank of India had a holding of Rs 59 5 Icrotea In 
sterling securities in its paper currency reserve. During the 
past five years of war this holding of the Reserve Bank has 
Increased to Ra 904 33 crores or an Increase of about 1407 
per cent. The mam reason of this very heavy increase In 
the sterling holdings of the Reserve Bank has been the policy 
followed by the Allies mainly Englond and USA to procure 
war and other materials from tndia during the above period. 
For Allies purchases in India the Reserve Bank provides funds 
in India In the form of Its notes and for this it receives poy* 
ment in England in the form of sterling securities Chiefly 
for this reason in India paper currency in circulation has 
become extremely Inflated and Reserve Bank's holding of 
sterling securities In England has tremendously increased, 
and as yet there Is no end to their expansions These are 
also very disquieting raihei olorining features of Indian 
currency at present, and the postwar years shall have to 
find a satisfactory solution of these. 

One thing which deserves a weighty consideration m 
connection with the above sterling balances and their realiza 
tion Is that though they have accumulated as a result of Allies 
policy of purchase m India, yet they are the outcome of very 
heovy sacrifices made by the Indian people in their consump 
tion. During all these war years India has denied or res* 
tncied for her people the consumption of numerous ortlcles 
even by lowering down their standard of living to the verge of 
starvation, and has provided those articles for Allies use In 
war against the above sterling balances Consequently 
after war when the question of repatriation of the sterling 
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balances comes, it is essential to see that that benefits the 
country to the utmost possible extent. This means that India 

should get them back without any depreciation of their value. 

For this it would be necessary that the sterling balances be 
freely convertible into the currencies of other countries of the 
world particularly dollar. 

Secondly the getting back of the sterling balances should 
not mean the dumping of cheap consumers' goods in India 
during the post-war period of economic depression, thereby 
harming Indian industries by throv/ing them back to the pre- 
war position or thwarting their future progress. The realiza- 
tion of these balances should ensure continuity and progress 
of trade and industries in the country, thereby maintaining 
and encouraging employment and elevating the extremely 
low standard of living of the great mass of people. For this it 
vrould be well, that whatever be the scheme of realization of 
these balances, it must provide that most of the repatriation 
would be in the form of capital goods of real value, which 
would foster Indian industries. The Reserve Bank of India also 
should try to realise a suitable portion of these balances by 
importing gold into the country in order to introduce the gold 
bullion standard in the currency system of the country at an 
opportune time. 

Further it must be noted that if any international monetary 
organisation is set up in the post-vrar period, India should see 
that that organisation would help her in realising her sterling 
balances accoraing to the above objectives before she joins 
that organisation as a member. The American Plan of an 
international monetary organisation named as the United and 
.associated Nations Stabilisation Fund contains a provision for 
the realisation by the member countries of the abnormal 
foreign balances accumulated during the v/ar. Before India 
joins that or any other international monetary organicatlon 
that may be established, India must see that it vrould help her 
in achieving her aims and furthering the true economic 
interests of the country. 
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MONEy CREDIT AND FOREIGN EXCHANGE 
Qae&tione 

1 NsTcstha present manstarr standard ol India Po'nt out lb 
dejects and suggest a Siilable curnnc; standard, vfhloh India should 
adopt in the post war period 

2 VVbat ts the most important defeat (a the present regulations 
relatln j to the paper currency reserve of India ? How can that be 
removed? Explain briefly 

3 What do you understand from the present war time sterling 
balances of India 7 How have they accumulated to such a great extent ? 
How can they be best utilised by India <n the post war period 7 Describe 
briefly 

4 Describe briefly some oi the important present currency prob 
lama of India which she will have to solve aallsfactorlJy In the posbwer 
period- 

5 Describe briefly the policy India should adopt Jn Joining any 
International monetary organisation which may be set up tn the posbwar 
period 


THE END 
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